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PREFACE TO SIXTH EDITION 

Many changes have taken place in the whole field of investments 
since the late Professor Jordan published the 1941 edition of Jordan 
on Investments. Had he lived. Professor Jordan would most certainly 
have revised his pages to reflect the influence of World War II and its 
aftermath, the shifts in the capital and securities markets, the growing 
influence of regulation, the increased interest in common stocks as in¬ 
vestment media, and many other developments. It is the hope of the 
new co-author that the revisions made in the light of these developments 
do not detract from the spirit and purpose ol the previous editions, or 
from the clarity of style and presentation that characterized Professor 
Jordan's original text. 

The revisions made in this edition have been very thorough, with 
respect to both organization and subject matter. The more important 
of these are as follows: 

The book is now divided into five parts. Part I includes the intro¬ 
ductory discussion of the nature of investment; Part II is devoted to a 
survey of the media of investments, Part III to investment principles 
and programming. Part IV to investment mechanics and the invest¬ 
ment markets, and Part V to investment analysis. 

A new Chapter 2. containing general classifications of investment 
media, is introduced prior to the separate descriptions of the major 
types. ( 

The material on savings institutions and savings bonds, discussed in 
earlier editions in connection with investors of limited means, has been 
given expanded treatment in Part II. While these types have a special 
appeal to the small investor, their importance is by no means confined 
to this category. 

Chapters 7 and 8 of the new edition develop in considerably greater 
detail the discussion of investment principles found in previous editions 
under the chapter headings "Protection in Purchasing" and "Protection 
in Holding.” The discussion of corporate reorganization, formerly lo¬ 
cated in a separate chapter, has been included in the new edition in the 
chapters dealing with railway and industrial securities. 

The previous chapter on institutional investors has been expanded to 
two chapters in the present edition to reflect the increased importance 
of these groups and the changes in regulations governing the invest¬ 
ment of their funds. 

The chapter on individual investors expands the point of view of the 
chapter previously devoted to the investor of limited means, to a con¬ 
sideration of investors of various types and classes. 

The revised chapters on sources of information and the financial 
page have been placed ahead of the material on investment banking 
and securities markets, and the discussion of sources has been ex¬ 
panded to reflect the growth in available investment information. 
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PREFACE TO SIXTH EDITION 

In the revised chapters on investment banking and securities mar¬ 
kets, an attempt has been made to cover the many changes in tech¬ 
niques and regulation that have taken place in these areas during the 
past decade. The former chapter "Brokerage Orders” has been re¬ 
named “Buying and Selling Securities,*' and the latest developments 
have been incorporated. 

The material on investment mathematics is illustrated with more 
modern bond tables. And, of course, it has been necessary to revise 
completely the treatment of the impact of taxation on investment poli¬ 
cies. The reader will appreciate that further changes in the tax laws 
will have taken place subsequent to the writing of this revised chapter. 

As would be expected, developments in the past decade have necessi¬ 
tated a very comprehensive revision of the chapters devoted to securi¬ 
ties analysis. At the price of expansion of the material, an effort has 
been made to include the impact of recent economic changes and in¬ 
vestment thinking in the discussion of the major types of securities. The 
most significant structural revision is found in the allocation of separate 
chapters to bank, insurance company, and investment company securi¬ 
ties. The increased attention given to the latter group reflects their 
increased importance during the past 10 years. The chapter on foreign 
securities has been relocated after the discussion of domestic civil 
issues. 

A great many persons have contributed to the revision of this book. 
The new co-author must echo the sentiments of Professor Jordan in 
acknowledging the stimulus of many classes of fine students over the 
years. Former colleagues and continuing friends at Northwestern Uni¬ 
versity, especially the “dean” of teachers of finance, Harry G. Guth- 
mann, and associates at Stanford University Graduate School of 
Business, have provided many ideas and constructive suggestions in 
discussions of finance over the years. Appreciation is due the following, 
who have been so kind as to read certain sections of the revision and to 
clarify many points from the viewpoint of practitioners in the field: E. T. 
Coman, Jr., Director of Libraries, University of California at Riverside; 
Robert L. Cody, Vice-President, Commonwealth Investment Company; 
Charles H. Gushee, President, Financial Publishing Co.; Walter 6 ! 
Gorey, of Geyer & Co.; J. A. Doucoumau, Vice President, and George 
A. Hopiak and H. C. Tasto, of the Wells-Fargo Bank and Union Trust 
Company; John Inglis, Vice President, Blyth & Co., Inc.; Richard W. 
Lambourne, partner, Dodge & Cox, investment managers; Professor 
Dan M. McGill, of the University of North Carolina; Kenneth H. Sayre, 
partner, Irving Lundborg & Co.; and Norman Strunk, Executive Vice 
President, United States Savings and Loan League. Professor Douglas 
H. Bellemore, Chairman of the Department of Economics, Boston 
University, read the entire manuscript and made manv constructive 
suggestions. 


H. E. D. 
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CHAPTER 1 


THE NATURE OF INVESTMENT 

Scope. The purpose of this chapter is to discuss the economic 
and financial background of investments and to provide an intro¬ 
duction to the detailed study of investment programs and invest¬ 
ment media. The order of discussion is: (1) economic and financial 
aspects of investment, (2) investment versus speculation, (3) the 
supply of new capital, (4) the demand for new capital, (5) the re¬ 
turn on investments, (6) scope of the book. 

Economic and financial aspects of investment. Investment may 
be defined as the productive employment of capital. In the eco¬ 
nomic sense, it involves the direction of savings or accumulated 
wealth into productive uses which fill an economic need and which 
are expected to produce a return. In the narrower traditional sense, 
such uses would be restricted to “capital goods," that is, goods used 
in the production of other goods. In the broader sense, the use of 
funds by government to produce benefits of a social nature must 
be included, as well as the business use of funds that, in addition to 
increasing current assets and plant capacity, may also build up 
good will. 

From the point of view of the investors or suppliers of capital, 
investment is the commitment of present funds for the purpose of 
deriving a future income, regardless of whether the funds are de¬ 
voted to a "productive" use in the economic sense. Thus, the pur¬ 
chase of a government bond whose proceeds are devoted to war 
purposes is just as much an investment as is the purchase of a cor¬ 
porate bond whose principal is invested in additional plant ca¬ 
pacity. Deficit borrowing by governmental bodies is rarely for 
productive purposes, yet government bonds rank high as in¬ 
vestments because investors usually receive interest payments 
promptly when they are due. Present funds are exchanged for 
future funds, and the purchase of the right to future funds (or the 
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hope of them) is an investment from the individual point of view. 

Investment versus speculation. The line of demarcation between 
investment and speculation is difficult to draw because of the 
loose manner in which the terms are used. The difference is more 
in degree than in kind. In the traditional sense, the distinction is 
on the basis of the degree of risk assumed: speculation involves 
the purchase of high-risk securities or other media, whereas invest¬ 
ment involves the acquisition of low-risk media whose future 
income is relatively certain. The difficulty with this distinction is 
that all commitments for future funds involve the assumption of 
risk, because the production of future funds depends on conditions 
that cannot be accurately foreseen. Risk is a matter of degree, 
and the line between low-risk and high-risk is often purely arbi¬ 
trary. If all investment securities could be ranked in order of risk, 
from a short-term Federal obligation to the weakest common 
stock, where would the line between investment and speculation 
be drawn? 

Another common distinction between investment and specula¬ 
tion is derived from the above, namely, that investment, to insure 
safety, must be represented by a contract by a responsible debtor 
to repay the original money outlay at a definite date with a definite 
return in the meantime. For many years stocks as a class were 
excluded from the investment category because they represented 
ownership and not a contract to repay a definite sum. The assump¬ 
tion was that, because of their basic character, such instruments 
would involve such inherent risk as to place them beyond the pale 
of investment thinking. Certainly the record of stocks as a class is 
not as strong as that of bonds; yet there are high-risk bonds that 
are virtually worthless and stocks that have an eminently respect¬ 
able record over the years. It would seem illogical to dignify 
a poorly secured bond as an investment and ignore a strongly 
entrenched stock merely because it represents ownership and 
hence has possibilities of loss (and of profit). 

Another distinction between the two terms is frequently drawn 
on the basis of the period for which the commitment is made. The 
speculator is said to be interested in the quick turn, the investor 
in long-run holding. Again, there is an element of validity in this 
position. But many corporations and individuals make short-term 
commitments that afford a high degree of protection, and many 
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"speculators" are prepared to hold on for a long period in the hope 
that very material gains will he made over the years. 

Another distinction is found in the motive of the supplier of 
funds. The investor is said to he interested in income; the specu¬ 
lator, in capital appreciation. The difficulty with this concept is 
that it would exclude from investment the ownership of securities 
which yield little or no current return hut which represent a 
steadv growth through reinvestment and an increase in principal 
value and eventual payment of substantial size. It would include 
in investment the ownership of securities of very high risk which 
are currently yielding a very high income that is subject to sudden 
shrinkage or even disappearance. 

Analysis of the customary distinctions between the two con¬ 
cepts reveals that it is difficult, if not impossible, to draw an exact 
line of demarcation. There are extremes, of course, that would he 
agreed on by nearly everyone—situations that would universally 
qualify either as investment or as speculation. A much more fruit¬ 
ful approach is to relate the amount and form of the financial 
commitment to needs, purposes, and goals of the investor. Some 
can take little or no risk and must he content with a very modest 
return; others can assume considerable risk and can base their 
plans on the possibility of a high return. Some investors must con¬ 
centrate on high-grade bonds and other relatively safe commit¬ 
ments in order to assure the income that their plans require; others 
can logically include equities in their plans, provided that the 
selection, timing, pricing, and diversification of such holdings are 
adequately handled. Some investors can reasonably acquire short¬ 
term holdings at little or possibly large risk while others must 
frame a long-range program that minimizes risk, emphasizes in¬ 
come, and relies on little or no capital appreciation. 

There is an old saying that a good investment is a successful 
speculation. This suggests that it is the end result that determines 
the distinction. Such a concept is useful in that it suggests that 
risk is a matter of degree and that some degree of risk is inevit¬ 
able. The concept is dangerous, however, in that it suggests that 
intelligent planning and selection may not be worth while. There 
is a very wide range of securities and other media to fit a wide 
range of investment goals. The problem of investment is to relate 
the media and the goals in an intelligent fashion. 
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Notwithstanding the broad concept of investment implied in 
the foregoing discussion, this volume will exclude those operations 
that are designed primarily to take advantage of rapid changes in 
the market values of securities. There is a multitude of discussions 
and technical services devoted almost entirely to the analysis of 
short-term market swings and trends that may be of interest to 
many investors. But the questionable results of such operations, 
and the danger of substituting interest in spectacular price 
changes for the more important long-range investment goals sug¬ 
gest that a greater service would be performed by concentrating 
on those operations traditionally associated with investment and 
by avoiding those traditionally associated with speculation and 
gambling. 

The supply of new capital. New capital is created in any com¬ 
munity which produces more than it consumes. The individuals 
and institutions that possess this surplus naturally desire to put 
it to productive use. Their decision to postpone immediate con¬ 
sumption arises out of a time preference or a savings incentive. 
In the former case, they believe that their surplus will be more 
valuable to them at a future time, as evidenced in purchasing a 
deferred annuity or in making a pension contribution. In the latter 
case, they are motivated by a more immediate incentive, such as 
the regular receipt of an attractive interest payment. In either 
event, their savings become available to users either directly 
through the transfer of securities or indirectly through the finan¬ 
cial institutions where the savings are held. 

While some new capital would always be available to indi¬ 
vidual, corporate, or government users even at negligible interest 
rates, the promise of a favorable rate of return acts as a powerful 
stimulant to savings. But even at the low interest rates available to 
savers in recent years, the volume of funds available for invest¬ 
ment has grown enormously. The supply of new capital is de¬ 
pendent on that portion of the national income that is saved. 
World War II and post-war years saw a tremendous growth in 
savings both in absolute and in relative terms. In contrast to the 
glamorous year of 1929, when savings were $3.7 billions or 4.4 per 
cent of personal income, the figure reached a total of $9.8 billions 
or 10.3 per cent in 1941, and a peak of $35.6 billions or 21.6 per 
cent of personal income in 1944. After this year, savings declined 
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considerably (to $11.9 billions or 5.3 per cent of personal income 
in 1950). The result was an accumulation of funds in the hands 
of individuals that had an impressive effect on yields in the bond 
market, both directly and through savings institutions, and be* 
latedly on the stock market. 

Evidence of the accumulation of individuals’ savings is found 
in the growth of institutions that are devoted primarily to the 
assembly of such savings. In the years 1941 through 1950, deposits 
in the Postal Savings system grew from $1.3 to $2.9 billions. Dur¬ 
ing the same ten-year period, time deposits of all banks in the 
United States increased from $26.5 to $56.5 billions; assets of life 
insurance companies grew from $17.5 to $63.7 billions; assets of 
savings and loan associations rose from $8.7 to $16.9 billions. The 
tremendous accumulation of funds in savings institutions put 
great pressure on the bond market and has been responsible in 
part for the continuation of low interest rates. During the same 
ten-year period, United States Savings Bonds outstanding grew 
from $4.3 billions to $58.0 billions, indicating a diversion of a 
substantial portion of savings from the regular capital market. The 
growth of Savings Bonds outstanding halted in 1951. 

Another important source of savings is represented by business 
funds available for reinvestment or expansion. In 1941, corpora¬ 
tion depreciation allowances and undistributed profits amounted 
to $11.4 billions; the figure reached its peak of $19.5 billions in 
1950. 

The productive employment of capital. Capital flowing from 
investors and investment institutions to corporate and public 
borrowers is used to accomplish many different purposes. The 
more important of these functions arc: 

(1 ) To finance a new enterprise. Promoters of new enterprises 
usually need capital in excess of their personal funds. In a period 
of high taxes, prices, and wages, the difficulties of initiating a 
profitable new enterprise are manifest. 

(2) To finance the expansion of an established enterprise. Many 
established enterprises need outside capital for the purchase 
of additional buildings and equipment and for working capital 
purposes. 

(3) To finance the betterment of existing facilities. It is fre¬ 
quently advisable for industries to seek new capital in order to 
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replace obsolete equipment and thereby reduce costs and lower 
sales prices. 

(4) To finance public improvements. Governmental bodies 
customarily borrow money in order to spread the cost of perma¬ 
nent improvements over long periods. 

(5 ) To finance public expenditures. During periods of low tax 
revenues or of high expenditures, governmental bodies borrow 
money in order to cover deficits in fiscal budgets. 

(6) To finance foreign trade. Exports to nations which are not 
offset by equivalent imports are customarily settled by promises 
to make future payment, which promises are in turn offered to 
investors. The tremendous wartime outlays by the Government 
for “lend-lease" to allied nations are continuing in the form of 
foreign aid for both relief and economic recovery. These outlays 
are almost entirely Government-financed. 

(7 ) To finance private consumption. Companies which make 
personal loans and which discount installment purchase contracts 
require new capital to meet larger demands for their services. 

The demand for new capital. The demand for new capital 
comes from the productive enterprises of the nation which desire 
funds for expansion or replacement purposes such as those out¬ 
lined above. Although many corporations have relied on their 
own internal sources for much of their capital needs in the post¬ 
war period, many others, and virtually all governmental bodies, 
must seek outside capital. 

During the period 1941-1950, the most important single in¬ 
fluence on the demand side (or supply of investments) was, of 
course, the growth of the Federal debt from $45 billions at the 
end of 1941 to the peak of $278 billions early in 1946. Subsequent 
years saw a modest reduction, but the recent reappearance of 
international crises threatens to push the debt beyond the pre¬ 
vious record level. In addition to Federal debt, the annual amount 
of state, municipal, and corporation securities issued for new 
capital (as contrasted with refinancing) rose from $2.9 billions 
in 1941 to a peak of $9 billions in 1948; 1949 and 1950 saw a de¬ 
cline from this peak to $8.3 billions in the latter year. 

The return on investments. But even the tremendous increase 
in public and private financing in the post-War period failed to 
absorb the funds available for investment, at least insofar as bonds 
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are concerned. Until the spring of 1951, the pegging by Federal 
fiscal agencies of the rate on long-term Treasury bonds at 2.5 per 
cent discouraged the appearance of rising interest rates, and the 
pressure of funds for bond investment forced the rate on Treas¬ 
ury’s to as low as 2.3 per cent in 1950 and the yield on highest- 
grade corporation bonds to as low as 2.6 per cent. In 1951 these 
rates rose to 2.7 and 3.0 per cent, respectively. Such low yields 
present a real problem to institutional and individual investors 
seeking safety during a period of rising prices. 

In contrast to the low yields on bonds, div idend yields on cor¬ 
poration stocks became very generous in post-War years, as in¬ 
dicated by the following comparison of yield on high-grade cor¬ 
porate bonds (Moody’s Aaa series) and common stocks (Moody’s 
200 common stock series): 


1941 

1942 

1943 

1944 

1945 

1946 

1947 

1948 


Corporate Bonds 

... 2.77%- 

... 2.83 .... 
... 2.73 .... 
... 2.72 .... 
... 2.62 .... 
...2 53 .... 
... 2.61 .... 
... 2.82 .... 


Common Stocks 

... 6.25% 

... 6.67 
... 4.89 
... 4.81 
... 4.19 
... 3.97 
... 5.13 
... 5.78 


1949 . 2.66 . 6.63 

1950 . 2.62 . 6.27 


This spread was maintained in spite of certain forces that 
tended to lessen the supply of stocks available for investment. 1 
Corporations have not fed the market with new stock issues in 
substantial volume. In 1950, for example, about 60 per cent of 
corporate funds for both working capital and plant requirements 
was derived from retained profits and depreciation allowances, 
and only about 5 per cent from new stock issues. In addition to 
the dearth of new stock issues, those outstanding have tended to 
drift to an increasing degree into lodgings where they are at 
least temporarily impounded-into investment company port¬ 
folios, trust and endowment funds, and, to a certain extent, pen¬ 
sion funds. But in spite of these special influences on the supply 
of corporate stocks, they have continued to evaluate earnings and 

1 Bond yields rose in 1951 following the "unpegging" of the support price of 
United States long-term issues in that year, but the spread between yields on bonds 
and stocks was substantially maintained. 
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dividends at very generous rates, reflecting a hesitancy to take 
risk that ill befits a growing and vigorous economy. 

The continued spread between the yields on high-grade bonds 
and similar media of investments and on common stocks has 
aroused interest in the latter on the part of many investors who 
have been traditionally bond-minded. But the choice between 
bonds and stocks, or between any media of investments, cannot 
be considered apart from the special needs of the individual in¬ 
vestment situation. 

Scope of the book. The person who has savings to invest and 
who desires to act intelligently and prudently faces many prob¬ 
lems that require careful consideration. The first of these is the 
determination of the goals or purposes toward which savings will 
be directed, and the planning of a logical program that will fulfil 
these aims. Such planning involves decisions concerning the forms 
that investment should take. The investor must be acquainted 
with the alternative types of investment media that are available, 
along with the forces that play on each type. Chapters 2 through 
6 (Part II) are designed to outline these alternatives in general 
and to describe in particular savings institutions and corporation 
securities, the media that present the most complexities. 

Equally important are decisions concerning the timing and 
continued management of a portfolio. Chapters 7 through 11 
(Part III) suggest certain approaches that may be helpful in 
this regard, both for individuals and for institutions. 

The next general step in investment planning, once the goals 
and the general media have been determined, is the analysis and 
selection of specific investment situations. The whole of Part V 
of this book is devoted to a discussion of this problem insofar as 
securities are concerned. In order to fulfil their aims, most in¬ 
vestors need the greater safety contributed by diversification 
among various types of investments. But the investor of limited 
means finds such diversification difficult if not impossible, if at¬ 
tempted directly, and so the possibilities of indirect investment 
through investing institutions becomes an important question. 
Methods of selection and analysis of such institutions are likewise 
discussed in Part V. 

As aids to investment planning and management, the investor 
should be acquainted with the various sources of investment in- 
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formation and should know how to follow investment news and 
developments intelligently. Sources of investment information 
are described in Chapter 12, and aids to the intelligent reading of 
investment news are suggested in Chapter 13. 

The procedures by which investments—in particular, corporate 
securities—originate and the operations of the securities markets 
are important segments of investment knowledge without which 
the investor is in danger of acting with ignorance concerning 
financial institutions and the investment mechanism. These mat¬ 
ters are described in Chapters 14 and 15, while Chapter 16 is 
designed to acquaint the reader with the procedures through 
which his actual securities orders are effected. 

All investors must be acquainted with the basic mathematical 
language used in investment calculations. Particularly important 
is the concept of investment yield, or rate of return expressed 
as a percentage of the capital investment, which, in the opinion 
of the market at the time, reflects the degree of risk in any given 
investment situation. The basic concepts of investment mathe¬ 
matics form the subject matter of Chapter 17. 

To an increasing extent tax considerations are entering into 
the matter of investment planning and selection, and this situa¬ 
tion promises to persist for many years to come. So important are 
tax matters that they have been singled out for special attention 
in Chapter 18 and are also referred to elsewhere wherever im¬ 
portant. 
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CHAPTER 2 


TYPES OF INVESTMENTS: 
GENERAL CLASSIFICATIONS 


Scope. The purpose of this chapter is to outline the various 
types of investment media that are available to satisfy the re¬ 
quirements of a wide range of investment goals, and to classify 
the media according to important investment characteristics. 
Many investors are not aware of the rather remarkable range of 
investment forms. Yet no investment program can be worked out 
satisfactorily unless the investor has familiarized himself with 
the various alternatives. 

No attempt is made in this chapter to discuss the investment 
merits of the media that are classified, nor the types of investors 
for which the media would be most suitable. Such material is 
reserved for later discussion. The order of topics is indicated bv 
the accompanying classification. 

CLASSIFICATION OF INVESTMENT MEDIA 
A. Classification by general form 

1. Savings group 

a. Postal Savings deposits 

b. Savings deposits in commercial banks 

c. Deposits in mutual savings banks 

d. Accounts in savings and loan associations 

e. Life insurance and annuity contracts 

f. United States Savings Bonds 

2. Securities group 

a. Government securities 

(1) Federal 

(2) State 

(3) Municipal 

(4) Foreign 

b. Securities of business corporations 

(1) Bonds; stocks 

15 
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(2) Industrials, public utilities, railroads 

(3) Other classifications 

c. Securities of financial companies 

(1) Commercial bank stock 

(2) Insurance company stock 

(3) Investment company securities 

d. Real estate securities 

(1) Mortgages 

(2) Bonds 

3. Real estate proper 

a. For occupancy 

b. For income 

4. Business group 
B. Other classifications 

1. By investor status 

2. By security 

3. By maturity features 

4. By degree of marketability 

5. By tax status 

6. By degree of management required 

7. By degree of risk 

8. By degree of protection against price changes 

Classification by general type or group. Investment media can 
be classified according to their general form. The very form in 
which funds are committed in some instances encourages, and in 
other cases discourages, the selection of a type. Some are simple 
and direct; others present more complex problems of analysis and 
investigation. Some are familiar to all investors, while others are 
rarely included in the investment thinking of many individuals. 
Some are more appropriate for one type of investor than for an¬ 
other. 

1. Savitigs group. This group includes the claims that investors 
have on institutions that provide liquidity, modest income, and 
(under ideal circumstances) little or no risk of loss of dollar 
amount of principal. Six major investment media belong in this 
group: Postal Savings deposits, savings deposits in commercial 
banks, deposits in mutual savings banks, accounts in savings and 
loan associations, life insurance and annuity contracts, and United 
States Savings Bonds. Demand deposits in commercial banks 
yield no income and are excluded from the investment category, 
although they are of course involved in any over-all investment 
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program from the standpoint of liquidity and availability of funds 
for investment in securities and other types of media. 

The first four of these media (discussed in Chapter 3) might be 
described as deposit or banking-type investments held primarily 
for liquidity but producing some income. Reserves in life insur¬ 
ance companies also represent savings, provide liquidity in times 
of emergency through their cash-surrender values, and are built 
up at a modest rate of interest. Although the primary function of 
the life insurance companies is to serve as insurers of risk rather 
than as depositories as such, most insurance contracts combine 
both savings and risk protection. It seems best, therefore, to in¬ 
clude the investment aspects of life insurance in the discussion 
of the banking-type institutions. 

Many discussions of "investments” omit life insurance. Yet life 

* 

insurance should be an integral part of most investment programs. 
It does not present the complexities of investment in securities 
and falls into the investment category in only a limited sense. But 
to ignore it in the treatment of the subject of investments would 
be to ignore the type that should have top priority in most finan¬ 
cial plans. Insurance is the only means bv which most investors 
can provide a substantial estate for dependents. And some types 
of life insurance contracts contain a significant savings or invest¬ 
ment element that is available during the life of the insured. These 
aspects of life insurance, and the means by which provision for 
old age may be made through annuities, are discussed in Chap¬ 
ter 4. 

The United States Savings Bond has become the most important 
single type of savings medium. The amount outstanding exceeds 
the total time deposits of all banks in the United States. While 
the savings bond is a claim against the Federal government as 
opposed to a private organization, and while it differs in several 
respects from the type of claim represented by a bank deposit, 
its similarity to the deposit-type investment with respect to li¬ 
quidity, safety, and modest rate of income justify its classification 
in the savings-institution category. Savings bonds are discussed 
in Chapter 4. 

2. Securities group. Many thousands of securities of all kinds 
are available to the investor. These may be classified in a large 
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number of ways. The following classification is based on type of 
issuer. No attempt is made to discuss their investment qualifica¬ 
tions at this point. The leading groups receive extensive treatment 
elsewhere in this book. 

a. Government securities. From the standpoint of volume, gov¬ 
ernment securities take first place in the investment scene. Their 
vast importance to individual and institutional investors can 
scarcely be overemphasized. In addition to all banks, all insurance 
companies, many thousands of trust estates, endowment funds, 
business corporations, government agencies, and investing con¬ 
cerns, many millions of individuals own government securities. 
At the end of 1950, individuals held over $66 billions of Federal 
obligations alone. 

Four classes of government securities are discussed later in this 
volume (in Chapters 19-22): (1) direct and guaranteed debt of 
the United States; (2) bonds of states; (3) obligations of political 
subdivisions, or municipal bonds; (4) bonds of foreign govern¬ 
ments. The first group, exceeding $250 billions, can be subdivided 
in several ways: by maturity, by tax status, by ownership, by 
marketability, by purpose of issue, and by other characteristics. 
State and municipal bonds are likewise divisible into various cate¬ 
gories. Foreign securities include issues of corporations and gov¬ 
ernments; the latter are emphasized in this volume. The interest 
of American investors in foreign bonds diminished greatly after 
the disastrous experience with such bonds in the 1930s. Direct 
private investment and Federal government aid in various forms 
have almost entirely replaced private purchase of foreign bonds 
as the means by which American capital is going abroad. Never¬ 
theless, there is still a substantial volume of foreign debt held in 
this country. 

b. Securities of business corporations. These are of two general 
types: bonds and notes, and stocks. (Corporate notes, represent¬ 
ing debt of intermediate maturity, are in effect shorter-term 
bonds.) A classification that is widely used in investment circles 
involves a threefold division into: (1) industrials, including manu¬ 
facturing, merchandising, service, and extractive concerns; (2) 
public utilities, including holding and operating companies in 
electric light and power, gas, telephone, telegraph, water, traction 
and electric railway, and miscellaneous; (3) steam railroads. Each 
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of these main groups can be further subdivided. In the industrials 
group especially, a large number of subclassifications is used in 
the investment sen-ices. 

Other useful methods of classifying business corporation se¬ 
curities are: (1) by legal status of owner—here we find two general 
classes: bonds (and corporate notes) and stocks; (2) bv type of 
pledge or lien, if any—there is a variety of secured instruments, 
chiefly types of secured bonds, and two general classes of un¬ 
secured instruments, debenture bonds and stocks; (3) by purpose 
of issue—some corporate securities are issued for specific purposes 
and others are used to finance general working capital and capital 
expansion needs; (4) by degree of participation in earnings, that 
is, whether they bear a fixed or an uncertain income—most bonds 
and preferred stock bear a fixed rate of return, although there are 
some types that offer the possibility of a higher income, while 
common stock has no fixed rate, receiving the net income, large 
or small, that may be distributed as dividends at the discretion of 
directors; (5) by maturity and redemption features. Stocks, both 
preferred and common, have no maturity date, since they involve 
no promise to pay principal. However, the call feature in preferred 
stock, and to a certain extent its fixed liquidating value, are char¬ 
acteristics that limit the amount of any payment of capital to 
their holders under certain conditions. Bonds, with very few 
exceptions, have a definite maturity date and usually include 
provisions for redemption before maturity at the option of the 
corporation. 

The classifications set forth above are suggestive of many that 
may be used in studying and comparing corporate securities. 
Others will be indicated in later chapters. Chapters 5 and 6 are 
devoted to a more detailed description of the characteristics of 
bonds and stocks, and certain general conclusions are reached 
concerning their investment merits. The procedure for the analy- 
sis of individual industrial, utility, and railroad securities com¬ 
prises the content of Chapters 23-26. 

c. Securities of financial companies. The securities issued bv 
three main types of private financial institutions play an important 
part in the investment programs of many individuals: shares in 
commercial banks; shares in insurance companies, especially 
fire and casualty companies; and debentures, preferred stock, and 
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common shares of investment companies. These institutions pro¬ 
vide the means by which the investor can make an indirect com¬ 
mitment in a portfolio of securities and other instruments. Their 
operations are highly specialized and the analysis of their securi¬ 
ties requires special attention apart from that of corporate se¬ 
curities in general. The investment characteristics and methods 
of analysis of securities of the financial group provide the subject 
matter of Chapters 27 to 29. 

d. Real estate mortgages and bonds. Obligations secured by 
real estate hold an impressive place in investment portfolios, es¬ 
pecially of financial institutions. Their specialized character and 
the special factors that must be considered in their analysis justify 
special treatment of these instruments apart from corporate se¬ 
curities in general. Discussion of real estate securities is found 
in Chapter 30. 

3. Real estate proper. In addition to the ownership of real estate 
mortgages and bonds, direct investment in real estate proper 
plays an important role in many investment programs. The most 
important form of such investment is the ownership of domestic 
property for occupancy. The most significant single investment 
that most families make is in a home. The investment aspects of 
home ownership are not the only ones that must be taken into 
consideration by the homeowner or the potential homeowner, but 
they are too often overlooked or given scant attention. Considera¬ 
tion is given in Chapter 30 to the investment factors in the owner¬ 
ship of real estate both for income and for occupancy. 

4. Business group. The savings of many thousands of individuals 
are directed toward the purchase or expansion of the businesses 
they own. Especially in smaller concerns, proprietors and partners 
often commit the bulk of their savings to a business venture. 
But discussion of this type of investment would involve a dis¬ 
cussion of business operation and management itself. Further¬ 
more, funds invested in ones own business are not subject to 
rapid recovery in the marketplace. For these reasons no attempt is 
made in this volume to consider what to many people is the most 
important single investment of all. 

Other classifications. In addition to the above classifications by 
general type, a variety of other groupings of investments is pos¬ 
sible. The following are suggestive: 
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1 .By investor status. The investor is a creditor when he holds 
corporate and government bonds, has a savings account in a bank 
or other institution, owns a mortgage, or has a life insurance or 
annuity contract. For the most part these might be called “fixed- 
income obligations.” He is an owner of so-called “equities” when 
he owns preferred and common stocks or real estate or has a 
share in a business. (Preferred stock belongs in the ownership 
category, but most investors in this type of security place it, for 
better or for worse, in the fixed-income categorv because of its 
usually limited return and fixed liquidating value.) 

2. By security. All equities are unsecured. Some debt instru¬ 
ments, such as debenture bonds of corporations, and all direct 
obligations of Federal, state, and municipal governments are 
technically unsecured in that they have no lien on specific assets, 
but represent general promises to pay and so are secured by gen¬ 
eral assets and earnings. The lack of specific security does not 
necessarily represent a weakness. Some of the strongest corporate 
obligations, together with government bonds, receive the highest 
rating even though "unsecured.” Deposits, and claims against in¬ 
surance companies, are likewise “unsecured.” 

3. By maturity features. All equities lack a maturity date be¬ 
cause they do not represent promises to pay. As noted previously, 
however, preferred stocks have certain features that give them a 
semblance of maturity, especially the call or redemption feature 
that makes them mature at the option of the corporation. Shares 
in investment companies of the open-end or mutual type represent 
equity, but are redeemable on demand. This gives them maturity 
of a sort but not a fixed value. Perhaps it would be better to say 
that they enjoy liquidity rather than a definite maturity. Debt 
instruments, with rare exceptions, mature at a specified time 
or at optional dates, as in the case of Treasury bonds. Life in¬ 
surance contracts and annuities mature at death or retirement age. 

4. By degree of marketability. Investments differ considerably 
with respect to marketability-a factor that is of considerable 
significance to many investors. Listed securities and those traded 
actively over-the-counter enjoy superior marketability. But main 
bonds and stocks have no ready market. Deposit-type investments 
enjoy marketability in the sense that they are liquid-cash is 
readily transferable. One disadvantage of mortgages and of real 
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estate is a relative lack of marketability, especially in depressed 
markets. The benefits of insurance and annuity contracts are 
transferable only under limited conditions, although the cash- 
surrender value of an insurance policy is available on demand. 

The need of marketability varies greatly from investor to in¬ 
vestor. It is often most essential, and income may have to be 
sacrificed to obtain it. 

5 .By tax status. The tax status of investments becomes more 
important as the rates of income and estate taxes increase and as 
the investor gets into higher tax brackets. The search for total 
or partial exemption plays an important part in the planning of 
many investors and has a significant effect on the prices and 
yields of certain securities. The tax status of securities is discussed 
in Chapter 18. 

6. By degree of management required. Investors differ in the 
extent to which they are willing and able to assume the respon¬ 
sibility of managing their investment commitments. The appeal of 
different types of investments is therefore affected by their rela¬ 
tive freedom from care. Three factors determine whether or not 
the investor need spend little or much time and effort in selecting 
and managing his investments: (1) the relative safety of the 
investment; (2) the degree to which the problems of management 
are turned over to others; and (3) whether or not the investment 
is of a highly specialized character. United States Savings Bonds 
are care-free because they are simple and straightforward. An 
annuity is care-free because of its relative safety and because 
the insurance company assumes the problems of portfolio man¬ 
agement. Real estate lacks the care-free quality because it has 
many factors that need constant attention and special training 
and experience. 

7. By degree of risk. Classification by degree of risk can be in¬ 
complete at best. With the possible exception of United States 
Savings Bonds and Postal Savings deposits, risk of loss of dollars 
of income and principal is found in all investments. Even Treas¬ 
ury bonds rise and fall in market value. Deposits in insured banks 
and savings and loan associations may approach being riskless 
insofar as principal is concerned, but the income derived from 
deposited savings can and does vary with the times. Life insur¬ 
ance companies “guarantee’ a rate at which their reserves are 
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built up, and the strong companies have a remarkable record. The 
degree of risk in corporate securities runs the whole gamut from 
very high-grade short-term bonds to worthless stocks. Bonds as 
a group have a stronger record than stocks as a group. Yet each 
group contains a wide range in respect to quality. And industries 
and companies have a way of changing in investment merit. 

8. By degree of protection against price changes. All invest¬ 
ments that involve promises to pay income, principal, or both in 
a fixed number of dollars are vulnerable to the changes in the 
purchasing power of the dollar. Only "equities,” and debt se¬ 
curities that are low-grade or that have participation or convert¬ 
ible clauses, offer any hope of a hedge against the rise in the price 
level, and these only imperfectly or in varying degrees. One of 
the tragedies associated with savings and investment is that the 
greater the need for a "hedge against inflation,” the less able the 
investor is to afford such a hedge. The assurance of dollars of in¬ 
come and principal is so important to the investor of limited 
means that the risks involved in holding most equities should not 
be undertaken. 

Common stocks, shares of investing institutions such as fire 
insurance companies and investment trusts that hold portfolios 
of common stocks, and weak and speculativ e bonds and preferred 
stocks offer possibilities of appreciation and of increased income 
as prices rise and so may protect the buying value of the investor's 
funds and income, at least to a certain extent. This factor is very 
important whenever the investment fund is designed to provide 
an income for living purposes. It constitutes a strong appeal for 
including securities of these types, along with fixed-income obli¬ 
gations, in many investment portfolios. 

Summary. The investor’s problem is to select (or have some¬ 
one select for him) appropriate securities that (I) fit his needs 
and (2) reflect the degree of risk that he can afford to assume, 
with the hope that income will be commensurate with that risk. 
Many investors do not realize that there arc many general types 
and literally thousands of individual outlets for the placement of 
their savings. To some the term "investments” means only se¬ 
curities possibly only common stocks; others work out a care- 
tul y balanced program that utilizes many of the various groups 
and different individual selections within those groups. 
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Because corporation securities present the most problems of 
selection and analysis, the bulk of this volume is devoted to them. 
Chapters 5 and 6 contain a discussion of their general character* 
istics. Much of the latter portion of the volume is devoted to their 
analysis. 


CHAPTER 3 


SAVINGS INSTITUTIONS AND 
SAVINGS BONDS 


Scope. The purpose of this chapter and of Chapter 4 is to dis¬ 
cuss the investment aspects of claims against the various institu¬ 
tions that hold the savings of individuals, provide a modest return 
on those savings, and stand ready to provide cash on demand or 
on short notice. The order of discussion in Chapter 3 is: (1) Postal 
Savings deposits, (2) time deposits in commercial banks, (3) de¬ 
posits in mutual savings banks, (4) accounts in savings and loan 
associations. Chapter 4 covers (5) United States Savings Bonds, 
and (6) life insurance and annuity contracts. The first four of 
these are "deposit-type" investments. United States Savings Bonds 
differ from deposits in form, in character of the debtor, and in 
several other respects. But the motives lying behind their pur¬ 
chase and the investment requirements that they are designed 
to fulfil are similar to those that pertain to the deposit-type 
group. 

Discussion of the investment aspects of life insurance and an¬ 
nuities in chapters primarily devoted to savings institutions proper 
requires some explanation. Perhaps the chief justification of the 
arrangement lies in the fact that life insurance companies in 
effect accept savings in the form of premiums, and that most life 
insurance contracts contain an important savings element. 

The growth of savings. The tremendous accumulation of sav¬ 
ings in the United States is indicated by the increase over the 
years in the accounts reflecting such savings. The following year- 
end figures are indicative of the trend (in billions of dollars): 1 


1 Sources: Federal Reserve Bulletin; Department of Commerce, Bureau of the 
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Time deposits, all commercial 

mo 

1935 

1940 

1945 

1950 

banks . 

Life insurance companies (net 
reserves and accumulated 

$19.0 

$13.2 

$15.8 

$30.2 

$36.5 

dividends). 

13.7 

17.2 

24.7 

37.5 

54.0 (est. 

Mutual savings banks deposits 

9.4 

9.8 

10.6 

15.3 

20.0 

Postal Sav ings deposits . 

Savings and loan associations- 

.3 

1.2 

1.3 

3.0 

2.9 

accounts and certificates .... 
U. S. Savings Bonds outstanding 

6.3 

4.3 

4.3 

7.4 

14.0 

(redemption value) _ .. 


.2 

2.8 

44.2 

58.0 

1. Postal Savings Deposits 




The Postal Savings System was set up in 1911 for the purposes 
of encouraging thrift and of providing a safe depository for sav¬ 
ings. The amount of deposits was very small until banks came 
into disfavor in the early 1930’s. Since then the System has con¬ 
tinued to attract a considerable volume of funds, especially during 
World War II, when the 2 per cent rate of interest became rela¬ 
tively attractive. Probably a much larger volume that would have 
been deposited has gone into Savings Bonds in recent years. And 
the advent of insurance of bank deposits has also restricted the 
appeal of the Postal System. 

Deposits with the System are very similar to bank deposits, 
except that the United States Government is the creditor. Only 
individuals may open accounts. Deposits are evidenced by certi¬ 
ficates issued in denominations of from $1 to $500. A limit of 
$2,500 per account is imposed. Withdrawals may be made on de¬ 
mand. 

The rate of interest (2 per cent, or less in states placing a lower 
limit on state bank accounts, as in New Jersey and Mississippi) 
is currently no higher than that obtainable on bank savings de¬ 
posits. The appeal of the Savings System account is one of safety 
and liquidity rather than income. One disadvantage is that in¬ 
terest does not compound annually, but must be redeposited by 
the holder of the account. The accounts are not transferable. 
Interest credited on or after March 1, 1941, is fully subject to 
Federal income taxes. Deposits are likewise subject to estate and 
inheritance taxes. 
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2. Time Deposits in Commercial Banks 

About 17,000 of the 19,000 banking offices in the United States 
furnish savings facilities. Time deposits, of which the bulk are of 
the savings type, are defined as those not subject to check and on 
which the bank may require 30 days’ notice of intention of with¬ 
drawal. Unlike checking accounts, which bear no interest and 
enter into investment planning only insofar as immediately avail¬ 
able cash is important, savings accounts in commercial banks may 
legitimately be classed as investment media. They bear interest 
at very modest rates—from 1 to 2 per cent—and immediate liquid¬ 
ity is obtained, for although the bank has the right to demand 
notice of withdrawal, such right is rarely exercised. In some states 
the assets of the savings department must be segregated from the 
other assets of the bank. The state authorities restrict the amount 
and type of loans permitted and issue an approved list of securi¬ 
ties in which savings funds may be invested. There is no such 
specific segregation in the case of national banks. 

The interest rates paid on savings deposits are subject to the 
over-all regulation of the Board of Governors of the Federal Re¬ 
serve System, insofar as member banks are concerned. At the 
present time the maximum interest rate is set at 2)i per cent. The 
rate payable by a member bank may not in any event exceed the 
maximum rate payable by state banks on like deposits under the 
laws of the state in which the member bank is located. In verv 
recent years, the competition for funds among banks has been 
working to the advantage of the saver, for interest rates on savings 
accounts have shown a material increase. By 1951 some banks had 
raised their rates to as high as 2 per cent. But in general the rates 
paid by commercial banks average about Ui per cent and are the 
lowest among the institutions competing for funds (commercial 
banks, mutual savings banks, and savings and loan associations). 
This is so because time deposits in commercial banks arc in effect 
demand deposits, and because they must maintain liquidity, the 
commercial banks do not earn as much on their thrift accounts. 

All national and most state banks are members of the Federal 
Deposit Insurance Corporation, which insures individual accounts 
up to $10,000. For this reason most depositors in insured banks 
need not be concerned about the safety of their funds. They have 
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liquid assets drawing a small rate of return. But the rate is so 
modest that savings accounts are considered primarily as reserve 
funds rather than sources of income. 

The relative importance of time deposits in various categories 
of banks is indicated by the following classification as of Decem¬ 
ber 31, 1950 (dollar amounts in billions): 2 

Banks Time Deposits 


Insured banks: 

Number 

Per Cent 

Amount 

Per Cent 

National banks . 

4.958 

33.8* 

$19.9 

35.2% 

State member banks. 

Insured non-member commer¬ 

1,912 

13.1 

9.4 

16.6 

cial banks . 

6,562 

44.8 

6.7 

11.9 

Insured mutual sav ings banks 

194 

1.3 

14.3 

25.3 

Total insured . 

Non-insured banks: 

Non-member commercial 

13,626 

93.0 

50.3 

89.0 

banks . 

Non-insured mutual savings 

689 

4.7 

.5 

1.0 

banks . 

335 

2.3 

5.7 

10.0 

Total non-insured. 

1.024 

7.0 

6.2 

11.0 

All banks. 

14.650 

100.0% 

$56.5 

100.0% 


As of December 31, 1950, 93.2 per cent of all banks of deposit 
were insured. These banks held 95.3 per cent of all deposits. The 
increase in insurance per account to $10,000 in September, 1950, 
brought the proportion of all fully protected accounts in insured 
banks to nearly 99 per cent. 2 

In summary, the savings account in a commercial bank offers 
the advantages of safety, liquidity, convenience, and modest in¬ 
come. No tax advantages are enjoyed, as interest on accounts is 
fully taxable. The chief usefulness of the savings account to the 
investor is as a means of holding a cash reserve and of accumulat¬ 
ing funds for later investment in other types of media. 

3. Deposits in Mutual Savings Banks 

Importance of the group. The 529 mutual savings banks are 
chartered in 17 states, primarily in the New England and Middle 
Atlantic States. Seventy-five per cent of the banks are located in 

2 Source: Federal Reserve Bullet in. 

3 Annual Report of the Federal Deposit Insurance Corporation, 1950, pp. 4-9. 
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New York, Massachusetts, and Connecticut, and in these three 
states 80 per cent of savings deposits are located. There are only 
12 banks in the middle west and 4 on the Pacific coast (in Wash¬ 
ington and Oregon). Such institutions appeal especially to the 
small investor who requires a maximum of safety and who is not in 
a position to select his own investments. As explained in a later 
chapter, savings banks are permitted to invest their deposits 
solely in those securities and other media that are approved by 
law. Such banks are in reality indirect investing institutions for 
their depositors. 

The first mutual savings bank organized in 1816; two organized 
in that year are still operating. The Bowery Savings Bank, which 
is the largest in the world, was organized in New York City in 
1834. 

Although mutual savings banks comprised only 4 per cent of 
all banks in the United States at the end of 1950, they held 36 
per cent of the nation's savings and time deposits. The following 
condensed statement shows the combined assets and liabilities 
of all mutual savings banks as of December 31, 1950 (in millions 
of dollars). 4 


Assets 

Cash and balances with banks . $ 796.9 

U. S. Co\ eminent obligations. 10,867.8 

Other securities. 2,341.6 

Real estate and other loans. 8.136.8 

Other assets . 241.8 

Total . $22,384.9 


Liabilities 

Demand deposits . $ 21.6 

Time deposits. 20,009.7 

Other liabilities. 106.4 

Surplus and undisided profits. 2,247.2 

Total . $22,384.9 


It is interesting to note that the ratio of capital funds to de¬ 
posits was 11.2 per cent; cash and United States Government 
obligations covered deposits by 58 per cent. 

Character of deposits. Mutual savings banks are organized 
without capital stock, and net earnings are distributed to de- 
p ositors as dividends. Surplus earnings over and above dividends 

‘ Source: Comptroller of the Currency, Annual Report, 1950, p. 162. 
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are carried to the surplus account, which belongs to the depositors 
and serves as a reserve for their protection. Each depositor has an 
equitable share in the surplus, irrespective of the period of his 
deposit. The mutuals operate under the direction of trustees and 
are supervised by state banking authorities. 

Savings deposits are time deposits, and the right is reserved 
to require notice of intention of withdrawal, varying from 10 days 
to 90 days in the various states (60 days in New York State). 
This right is rarely exercised. Over their long history, mutual 
savings banks have maintained an excellent safety record. And 
while only a portion of the mutuals (including those in New York) 
have chosen to join the Federal Deposit Insurance Corporation, 5 
their enviable record, financial strength, insurance of deposits 
(in some cases), and strict state regulation provide, for practical 
purposes, the same safety and liquidity that can be enjoyed 
through commercial bank savings accounts. Similarly, few mu¬ 
tuals have chosen to join the Federal Reserve System. In New 
York the banks have, however, subscribed to stock in two central 
organizations of their own, both formed in 1933—the Savings 
Banks Trust Company, designed to advance funds to members on 
the security of bond investments, and the Institutional Securities 
Corporation, formed to purchase mortgages from member banks. 

The amount of deposits that can be accepted from one person 
by any one bank is limited to $7,500 (exclusive of accrued in¬ 
terest) in New York and to $5,000 in Massachusetts. This limita¬ 
tion discourages what might be termed "investment" accounts 
that might be withdrawn in full on short notice. The rate of in¬ 
terest paid on deposits varies with changes in economic condi¬ 
tions. Competition for funds in 1949 and 1950 caused many banks 
to increase their rates to 2 per cent, and a few were paying 2J* 
and even 3 per cent. The average rate is about 2 per cent—a rate 
that exceeds that paid on commercial bank savings but is lower 
than that paid by many savings and loan associations. 

5 As of December 31, 1950, 194 mutual banks with $14.3 billions of deposits 
were insured by the F.D.I.C., while 335 others, with $5.7 billions of deposits, were 
uninsured. Federal Reserve Bulletin. 

Balances in mutual savings banks in Massachusetts are insured by the Mutual 
Savings Central Fund and in Connecticut by the Savings Banks Deposit Guarantee 
Fund. In all, about 20 per cent of deposits are covered by the state funds in 
various states. 
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Summary and recent developments. The mutual savings bank 
provides a safe place for small savings, legal protection, modest 
income, and a convenient means of accumulating a reserve fund. 
In view of the splendid record these institutions have achieved, 
it is regrettable that their facilities are not available in many more 
states than the 17 in which they are located. Although the sav¬ 
ings departments of commercial banks provide substantially the 
same service, they produce a lower rate of interest. 

An interesting and growing development in the savings bank 
field has been the sale of life insurance policies by savings banks 
in Massachusetts (since 1907), New York (since 1938), and 
Connecticut (since 1941). Such policies have the advantages of 
lower premiums (owing to lack of sales commissions and a lower 
rate of lapse) and a higher initial cash-surrender value. In 1950 
there were in force more than 500,000 policies totaling more than 
$525,000,000.® 

Non-mutual or stock savings banks, which also confine them¬ 
selves to receiving savings deposits but are owned by stockholders 
and operated for their benefit, are no longer important. In New 
York and New Jersey only mutual savings banks are now per¬ 
mitted. 


4. Accounts in Savings and Loan Associations 


General characteristics. Savings and loan associations (also 
known as building and loan associations , co-operative banks , and 
homestead associations) arc institutions that are devoted almost 
entirely to the accumulation of funds in savers' accounts and the 
investment of these funds in urban mortgage loans. With the ex¬ 
ception of some state-chartered institutions (notablv in California 
and Ohio), they are mutual and co-operative organizations. There 
are approximately 6,025 savings and loan associations with com¬ 
bined assets, at the end of 1950, of nearly $17 billions. They are 
the source of about one-third of all the home loans currently 
obtained by all types of borrowers. The old building and loan 
associations, chartered only by states, were organized primarily 
•or the purpose of co-operative home-financing. Since the early 
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1930s, however, the savings-depository function has grown in 
importance, and today the savings and loan associations are ac- 
tively competing with banks and insurance companies for the 
thrift funds of individuals. Their rapid growth is indicated by the 
data on savings in the first part of this chapter. 

Savings and loan associations operate under both state and 
Federal charters. State associations (about 4,500) are chartered 
by the states in which they operate and are supervised by state 
commissioners. The 1,525 Federal associations, which include 
most of the larger organizations, are chartered under legislation 
passed in 1932 which set up the Home Loan Bank Board. All 
Federal associations are mutual in type, are examined and super¬ 
vised by the Home Loan Bank Board, and must have their ac¬ 
counts insured by the Federal Savings and Loan Insurance Cor¬ 
poration. 

Status of the accounts. In the strict sense, savings and loan 
associations are not depositories. Savers placing funds in asso¬ 
ciations invest in shares and become owners of the institution, 
whereas depositors in banks are legally creditors and have cred¬ 
itors’ rights in the event of default. 1 Depositors in banks receive 
interest; account-holders in savings and loan associations receive 
dividends, after operating expenses and reserves have been pro¬ 
vided for. Associations are prohibited by law and custom from 
using the terms “deposit’’ and “interest,’’ although Federal asso¬ 
ciations and some state associations are permitted to use the term 
“savings account.” The pure mutual association has no capital 
stock outstanding." It is owned by share-account holders and is 
managed by directors elected by them. The directors, in turn, 
elect the officers. The term “share account” used by the associa¬ 
tions is derived from the practice of the earlier building and loan 
associations whereby borrowers for home-building purposes sub¬ 
scribed for shares, which, when paid up, would be sufficient to 
cancel the loan. Share accounts are now opened with borrowers 

7 In some states, principally Ohio and California, state-chartered associations are 
formed with permanent or 'guarantee" capital stock, the owners of which own 
and manage the association. The holders of certificates of deposit and savings 
accounts are in effect creditors. Federal associations are mutual institutions and 
are owned solely by their members or account-holders. 

8 See previous footnote. 
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from the association and with investors seeking income on their 
savings. 

Investment (share) accounts or certificates in units of $100 
are sold for full cash payments and receive dividends by check. 
Savings (share) accounts permit investment at regular or irregu¬ 
lar intervals and in any amounts; dividends are ordinarily credited 
directly to the account, although recent regulations governing 
Federal associations give the saver the option of having earnings 
paid in cash or credited to his account.* The regulations govern¬ 
ing Federal associations permit the directors to exempt all ac¬ 
counts of $10 or less from earnings; a number of associations have 
not exercised this option. 

To stimulate systematic thrift, associations may adopt bonus 
plans whereby an additional rate of 1 per cent or less is paid 
when an account reaches, sav, 200 times an agreed monthly pay¬ 
ment. 

The distinction between a bank deposit and an account in a 
savings and loan association is indicated by differences in pro¬ 
visions for withdrawal. The savings and loan account is not a 
demand account; checks cannot be written against it. From 75 to 
85 per cent of the assets of the association consist of mortgage 
loans on owner-occupied homes which the borrower pays back in 
regular monthly installments. The degree of liquidity provided 
by a commercial bank is not to be expected under these condi¬ 
tions. Today associations in effect are prepared to meet modest 
withdrawals (retirements of shares) on demand; some require 
thirty days’ notice for withdrawals, except in cases of real emer¬ 
gency. When unable to meet withdrawals, the Federal- and most 
state-chartered associations require the holders of share accounts 
to file written applications for withdrawal. The institution must 
then either pay the amount of withdrawal requested within thirty 
days or apply at least one-third and in some states as much as two- 
thirds of cash receipts to the holders of accounts in the order of 
filing; holders of an account in Federal associations applying for 


ac J Wl.es to Charter N associations, which have only the savings 
“Z2 u. „associations have both investment accounts and savings 
S TLT 7 gi °" ,n ;' est ,"r l J . tCOUn,S arc P aid «*»•• while earnings on 

savings accounts are credited directly. b 
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more than $1,000 receive that amount and their applications are 
renumbered and placed at the end of the list. The right is also 
given to the hoard of directors to repurchase not more than $200 
of any one account in any month without regard to other pro¬ 
visions. 

In recent years almost all associations have been meeting re¬ 
quests for funds in full on demand or on relatively short notice; 
such a condition should continue except in periods of severe 
economic depression. Cash reserves, availability of rediscount 
and borrowing facilities at the Home Loan Banks, and the large 
holdings of government securities provide sufficient liquidity for 
ordinary purposes. However, the generally less liquid character 
of the assets should not be overlooked. 

Since September, 1950, the distinction between insured banks 
and savings and loan associations with respect to the way in which 
insurance features would operate in case of default has been 
materially decreased. When an insured commercial or savings 
bank is unable to meet the demands of its depositors, the law 
provides that the Federal Deposit Insurance Corporation shall 
make payment of the insured deposits either (1) by making 
available to each depositor a transferred deposit to another in¬ 
sured bank where cash will be available, or (2) in such other 
manner as the board of directors of the F. D. I. C. may prescribe. 
In practice, where the second alternative has been used, the 
F. D. I. C. has made immediate payment in cash. All Federal 
savings and loan associations and more than 1,300 state associa¬ 
tions carry and pay for insurance (up to $10,000 per account) 
with the Federal Savings and Loan Insurance Corporation, es¬ 
tablished in 1934. Together such associations carry 80 per cent 
of the entire savings and loan resources of the country. In the 
event of default by any insured institution, the law now provides 
that the F. S. L. I. C. shall, when the account is surrendered and 
transferred to the Corporation, make available to him as soon as 
possible either (1) cash, or (2) a transferred account in a new 
insured institution. 

At the end of 1950 the F. S. L. I. C. had assets of approximately 
$200,000,000, of which 97 per cent consisted of cash and United 
States Government obligations. It insured accounts of 2,860 in¬ 
stitutions with combined assets of $13.7 billions. The savings in 
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these institutions totalled $11.4 billions, of which 98 per cent, 
or $11.2 billions, was fully insured. 10 

The well-managed savings and loan association provides a 
safe place for savings. The major part of its funds are invested in 
mortgage loans. The investor cannot expect to receive the higher 
returns paid by associations as a result of their earnings on mort¬ 
gages (in comparison with rates paid on bank savings accounts) 
and be assured of the same liquidity. In 1950 the rates paid ac¬ 
count-holders in associations ranged from 2 to 4 per cent, with 
the bulk of the associations paying 2 and 25t per cent. 

Statement of condition. The following combined statement of 
condition for all savings and loan associations and co-operative 
banks at the end of 1950 is indicative of the character of their 
work and the protection afforded account-holders. General and 
unallocated reserves were 9 per cent of savings and investment 


... „ CONSOLIDATED STATEMENT OF CONDITION 

ALL SAVINGS AND LOAN ASSOCIATIONS AND CO-OPERATIVE BANKS. 

December 31. 1950 
(in millions of dollars) 


Assets 

Amount 

Percentage 
of Total 

Cash on Hand and in Banks . 

Government Bonds .... 

Mortgage Loans. 

Heal Estate Contracts. 

FHL Bank Stock . 

Real Estate Owned. 

All Other Assets.. 

$ 929.0 
1,505.6 
13.772.1 
62.8 
182.5 
14.8 

5.5* 

8.9 

81.6 

0.4 

1.0 

0.1 

Total.. 

•il i.n 

SI 6.885.2 

2.5 

100.0* 

Liabilities and Reserves 

I (l/f t A » 

Amount 

Percentage 
of Total 

o,i\ings Accounts. 

Borrowed Money .. . 

Loans in Process .. . 

All Other Liabilities .. 

General and Unallocated Reserves . 

Total . 

SI 4.078.2 
891.3 
336.0 
294.9 
1.284.8 

83.4* 

5.3 

2.0 

1.7 

7.6 


SI 6.885.2 

iooTo* 
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accounts. Cash and government bonds were 17 per cent of ac¬ 
counts. Of course, the showing of individual associations in these 
respects would cover a wide range. The investor would do well 
to obtain a recent statement of his local association and inquire 
carefully into its condition and management. Of special impor¬ 
tance, of course, is the proportion of reserves and undivided 
profits to share capital, the liquidity position, and the quality of 
the mortgage portfolio. 11 Federal associations are required to 
credit to reserves at the end of six months at least 5 per cent of 
earnings, or the amount required by the insurance regulations 
(three-tenths of one per cent of insured accounts), whichever is 
greater. The Home Loan Bank Board is authorized to establish 
liquidity requirements—between 4 and 8 per cent of withdrawable 
accounts-for all members of the Home Loan Bank System. The 
present requirement is set at 6 per cent. A ratio of 15 per cent 
would appear to be a reasonable standard for the larger associa¬ 
tions. 

Home Loan Banks. Under the Federal laws dating from 1933, 
the Home Loan Bank Board supervises Federal savings and loan 
associations, the Federal Savings and Loan Insurance Corpora¬ 
tion, the Home Owners’ Loan Corporation (now in liquidation), 
and the eleven Federal Home Loan Banks. All Federal associa¬ 
tions are required to hold stock in the Home Loan Banks; other 
stockholders consist of state associations electing membership, 
and a few savings banks and insurance companies. The original 
capital of the Home Loan Banks was provided by the govern¬ 
ment; member institutions subscribed to stock in the amount of 
one per cent of outstanding home mortgage loans, purchase con¬ 
tracts, and similar obligations. In 1950 provision was made for 
the retirement of the government-owned stock by increasing the 
required member institution stockholdings to two per cent of 
outstanding home mortgage assets. The chief source of funds of 
the Home Loan Banks has been the issuance of consolidated notes 
and debentures, of which there were $560,000,000 outstanding at 
the end of 1950. 

The chief function of the Home Loan Banks is to make loans 
to members against home mortgages, government bonds, or stock 

11 The investment policy and restrictions on investments of savings and loan 
associations are discussed in Chapter 9. 
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in the Banks assigned as security. The charter provisions of a 
Federal association permit it to borrow up to one-half of its capi¬ 
tal (savings accounts plus earnings credited thereto). The amount 
which may be borrowed from sources other than a Federal Home 
Loan Bank is limited to one-tenth of such capital. However, with 
prior approval of the Home Loan Bank Board, the association 
may borrow an unlimited amount from its Home Loan Bank or 
from any Federal agency, upon such terms as may be required 
by the bank or agency. The use of such borrowing power would 
appear to place the account-holders of a savings and loan asso¬ 
ciation at a disadvantage as compared to the savings depositor in 
a commercial bank. 



CHAPTER 4 


SAVINGS INSTITUTIONS AND 
SAVINGS BONDS (CONTINUED) 

5. United States Savings Bonds 

United States Savings Bonds were first issued in 1935 to furnish 
a medium of investment for the savings of individuals and to help 
meet Federal deficits. During World War II great emphasis was 
placed on the accumulation of these bonds, and in the post-War 
period several drives have been conducted by the Treasury De¬ 
partment to maintain the interest of investors in these securities. 
The growth in importance of this medium of saving is indicated 
bv the following data showing the amounts outstanding at the 
end of selected years (in millions of dollars): 


1940 . $ 3,195 

1945 . 48,183 

1946 . 49,776 

1947 . 52.053 

1948 . 55,051 

1949 . 56.707 

1950 . 58,019 


Following the large issuance during the war, the outstanding 
amount of savings bonds, particularly Series E bonds, continued 
to increase until 1951, when new sales and the current accrual of 
redemption values began to fall behind redemptions. 

Series E bonds. Savings bonds are issued in three series: E, F, 
and G. Series E bonds can be purchased only by individuals, 
while F and G bonds are available to both individuals and in¬ 
stitutions, except commercial banks. The distinctive features of 
the Series E bonds are as follows: 

(1) These bonds are issued in face-value denominations of 
$25, $50, $100, $200, $500, and $1,000. Denominations of $10 
are available to members of the armed forces only. 
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are redeemed for reinvestment purposes, the rate of yield volun¬ 
tarily surrendered on the unexpired period of the bonds will be 
higher than the maturity rate. As shown in the accompanying 
table, if a bond is redeemed at the end of fix e years, the redemp¬ 
tion price of 82 would afford a yield of 1.79 per cent for the five- 
year period but would indicate that a yield of 4.01 per cent 
would be required from an alternative investment to equal that 
which would have been obtainable through holding the savings 
bond to the maturity date. 

(4) Starting in March, 1951, the owner of a matured Series E 
bond was given three options: (1) to redeem the bond; (2) to 
retain the bond for a period not to exceed 10 years, during which 
time interest accrues at a rate of 2Ji per cent simple interest for 
the first seven and one-half years and thereafter at a higher rate 
sufficient to provide an aggregate return for the 10-year extension 
period of 2.9 per cent compounded; 1 (3) to exchange the E bond 
for a Series G bond. The same options were to apply to all out¬ 
standing E bonds at their maturity, and to all new Series E bonds 
issued in the future. 

(5) The bonds are nonnegotiable securities and are redeem¬ 
able only by the registered owners, thus protecting the holders 
against loss arising from theft, forgery, fire, and similar causes. 

(6) The bonds may be purchased only by individual persons 
and will not be issued in the names of corporations, banks, trus¬ 
tees, or guardians. The bonds may be registered in the name of 
one individual or of two individuals as co-owners (either of whom 
may redeem the bond) or as owner and beneficiary. 

(7) The maximum purchase of these bonds permitted to any 
person is $10,000 in maturity value ($7,500 cost price) for each 
calendar year of issue, or $20,000 if co-ownership registration is 
used. These limits should take care of the vast majority of in¬ 
vestors. And, of course, several times the limit could be bought 
in the same familv. 

J 

(8) The bonds may be purchased at banks, at post offices, or 
directly through the Treasury Department at Washington. 

Series F and G bonds. Series F bonds are similar to Series E 
bonds in that they are of the appreciation type, but they mature 


1 This would bring the redemption value of extended Series E bonds to $117.50 
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12 years from the date of issue and cost $74.00 per $100 of ma¬ 
turity value. The longer maturity results in a yield, if held for 
the 12 years, of 2.53 per cent compounded semiannually. They 
are, however, redeemable at the option of the holder only after 
six months from the date of issue, on one month s written notice. 
The redemption prices gradually increase to maturity, and, like 
the Series E bonds, if these bonds are redeemed before maturity, 
the vield lost on redemption value to maturity is higher than the 
maturity rate, although lower throughout the whole period than 
on the Series E’s. Denominations of Series F bonds run as high 
as $10,000, and they may be registered in the name of associa¬ 
tions, partnerships, trustees, and corporations, as well as in the 
names of individuals, except commercial banks accepting demand 
deposits. The limit on annual purchase is $100,000 issue price 
(Series F and G combined). Series F bonds are available at the 
Federal Reserve Banks and from the Treasurer of the United 
States. 

Series G bonds also mature 12 years from date of issue, but, 
unlike the two other series, these bonds are not sold at a discount 
but pay interest bv check to the registered owner at the rate of 
2.5 per cent. They are available in denominations of from $100 
to $10,000 and are bought and redeemed at face value. Their 
registration, redemption, and purchase features are the same as 
those for the Series F bonds, except that the redemption value 
declines from $98.80 per $100 at the end of the first six months 
to $94.70 at the end of five years. Thereafter the value rises to 
face value at maturity. They arc the only one of the three series 
that does not provide at least the original purchase price upon 
redemption. 

Investment characteristics. In some respects savings bonds, 
especially the Series E bonds, are outstanding investment bar¬ 
gains. They are as safe as any investment can be. They do not 
suffer from market-price fluctuations. They are completely liquid 
and their exact redemption value is known at all times. If held 
to maturity, their yield is attractive in relation to corporate bonds, 
whose higher yields do not compensate for the additional risk 
assumed. Their ease of purchase, ease of registration and replace¬ 
ment, and co-owner and beneficiary provisions are most attrac¬ 
tive features. 
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The objection that the Series E and F bonds do not provide 
current income is probably not serious in most cases, as the sav¬ 
ings placed in these bonds are usually not expected to produce 
such income. And if some income is desired after a few years, a 
modest portion of the bonds can be cashed without disturbing 
the original principal. 

Savings bonds have two specific disadvantages: (1) they are 
not transferable and so may not be used as collateral; (2) if re¬ 
deemed during the early years, their yield is lower than that 
available from savings deposits although higher than the yield 
on marketable short-term Treasury securities, and the yield to 
maturity is lower than that paid by some savings and loan asso¬ 
ciations. And these bonds have, of course, the same disadvantage 
that adheres to all fixed-principal and fixed-income investments 
in inflationary times, namely, that their real value declines with 
the rise in the price level. The awareness of this factor, together 
with the availability of increased rates elsewhere, has lessened 
their appeal considerably since the outbreak of the Korean crisis. 

Savings bonds do not enjoy any income tax preference. How¬ 
ever, the interest on Series E and F bonds may be reported for 
tax purposes in either of two ways-cach year as it accrues, or at 
maturity when the total interest is received. The latter method is 
more convenient, but in using it the investor may find that the 
rate at which his income is taxed has increased during the life of 
the bond, and he will pay taxes on the entire interest at this 
higher rate. 

6. Life Insurance and Annuities as Investments 

The life insurance companies have long provided the most 
important form of savings in the country. Their assets are in ex¬ 
cess of $63 billions, their policy reserves approximate $55 billions, 
and their annual income exceeds $11 billions, of which three- 
fourths is derived from premium payments of policyholders. 
(Additional data on the industry are given in Chapter 10.) 

The investment aspects of life insurance. Life insurance enters 
into investment planning in at least three major respects: (1) in¬ 
surance provides the only feasible method by which most in¬ 
vestors can provide an adequate estate for dependents; (2) in 
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most insurance contracts there is a substantial investment clement 
in the form of a policy reserve that represents savings and that is 
available in the form of cash values or policy loans in case of 
emergency; (3) the insured may create an estate for himself after 
the need of protection for dependents has declined or disap¬ 
peared. An extensive discussion of the principles of insurance and 
of the various types of policies would be out of place in this vol¬ 
ume, but the following summary may prove useful. Discussion of 
government, group, and industrial insurance and many special 
combination-type policies is omitted. 

The premium paid for insurance is usually a level premium, 
that is, it is the same each year even though the risk of death 
increases with age. It is fixed at the time the policy is issued and 
is based on the age of the insured. It consists of three elements: 
(1) a sum contributed toward the company’s operating expenses 
-this is the "office premium" or "load”; (2) an amount necessary 
to reimburse the insurance company for carrying the risk of pre¬ 
mature death of the insured; (3) an amount set aside as a reserve 
and invested at a "guaranteed" rate so as to cover future death 
loss at the more advanced age. Disregarding the first item, it is 
seen that part of the premium goes for current protection and 
part into the policy reserve or investment element. It is the re¬ 
serve or investment element that constitutes the cash value that 
is available in cash (after a stated period, possibly the first two or 
three years), through cancellation of the contract or in the form 
of a policy loan. The reserve may also be used to extend the term 
of the insurance or to purchase a paid-up policy for a reduced 
amount of insurance if the insured wishes to stop paying premiums 
on the original policy. 

The premium is calculated on the basis of: (1) the probability 
of death age bv age as indicated by a mortality table; (2) an 
assumed rate of earnings on invested reserves (now as low as 2 
or 2!i per cent in new policies); (3) expected selling expense, 
office expenses, and taxes of the company; and (4) the type of 
policy issued. Savings on the first three of these, the cost elements, 
may be substantial, and in the case of mutual companies (and 
participating policies of stock companies) such savings may be 
returned to the policyholder in the form of “dividends.” Or the 
dividends may be left with the company at interest, be used to 



44 


SAVINGS INSTITUTIONS 


reduce the annual premium, or be used to purchase additional 
paid-up insurance. The dividend is, of course, not a true profit but 
simply a rebate of excess premium paid. 

Mortality rates have been going down for many years in this 
country. But interest rates have been declining and company 
expenses increasing sufficiently to more than offset the mortality 
rate decline and thus to increase insurance premiums. 

Types of policies from the investor’s point of view. In com¬ 
paring the cost of similar policies issued by different companies, 
it is important to make sure that their provisions and benefits are 
identical and to take into consideration the net cost over a period 
of years, that is, premiums less any dividends. Another and per¬ 
haps preferable method of determining the comparative net cost 
is to compare the total premiums paid in, less dividends, less 
the cash-surrender value, at the end of a given period. This cost 
may be zero, or even a negative amount. It is important to remem¬ 
ber that dividends are not paid in regular amounts and are not 
assured, but depend on the company’s experience. 

The following annual premiums at age 35 for various types of 
policies and the cash-surrender values at the end of 20 years were 
quoted by a stock insurance company in 1949: 

Premium 

/ter Thousand Cash Value, 20 Years 


20-Year Term . $12.34 $ 0 

Ordinary Life. 23.33 517 

20-Payment Life. 35.01 840 

20-Year Endowment . 47.62 1,000 


Since the year-to-year cost of protection for each $1,000 of 
insurance at risk is the same for each age of issue, the difference 
in gross premiums on various policies (at the same age) depends 
on the investment element in the policy. This investment element 
varies considerably according to the type of policy purchased. 
The term policy provides for the pavment of face value only if 
death occurs within the stipulated period in very much the same 
way as a fire insurance policy protects property for a certain 
period. It has no recovery value at the end of the term. Since 
nothing is paid for survival, it is not necessary for the insurance 
company to accumulate a fund for that purpose. Longer-term 
contracts, say, for 15 to 20 years, have a slight cash value, but 
this element is negligible and declines to zero at the expiration 






SAVINGS BONDS 


45 


of the period. To the investor desiring the greatest temporary 
protection at the least outlay, the term policy is the best choice. 
As shown by the above schedule of rates, an annual premium of 
$100 would buy about $8,100 of protection for 20 years through a 
20-year term policy, $4,300 in ordinary life protection, $2,860 in 
20-year paid-up life insurance, and only $2,100 in 20-year endow¬ 
ment insurance. 

Arguments for the use of term insurance include: (1) the ele¬ 
ment of maximum protection per dollar of premium outlay that 
has just been cited; (2) the possibility of investing the difference 
between the premium on term insurance and a higher-premium 
form at a higher rate than would be earned by the insurance 
company; (3) the possibility of converting into a permanent form 
of insurance without medical examination within a certain period 
of time before the expiration of the term policy if permanent pro¬ 
tection is needed; (4) the use of the term policy to insure the 
payment of debt in case the borrower dies before the debt ma¬ 
tures. 

Arguments against term insurance are: (1) the inability of 
many people to save systematically unless compelled to save in 
order to keep insurance in force; (2) the lack of a reserve that 
would be available in cash in emergencies and that would keep 
the policy in force if the insured were unable to meet his pre¬ 
miums because of financial difficulties; (3) the high cost or even 
impossibility of renewal at the expiration of the period; (4) the 
natural lethargy that leads to failure to convert and hence to ex¬ 
piration of the protection. Perhaps the best plan for the young 
man is to take out convertible term insurance to the full amount 
of his protection need and change to permanent insurance as soon 
as he can afford to do so. To offset the practical difficulties that 
this plan involves, the Family Income policy is recommended. 
This policy combines ordinary life with decreasing term insurance 
and pays a monthly income upon the premature death of the in¬ 
sured until the expiration of a specified date (say, 10 or 20 years 
from date of issuance) and the face of the policy on that date. The 
annual premium is somewhat greater than that for term insurance 
and less than that for whole life insurance. 

Ordinary whole life policies (often called straight life policies) 
provide protection and require premiums until the insured dies. 
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(The policyholder is officially dead at age 96 or 100-depending 
on the mortality table used—and his policy matures and is paid 
at that age.) Advantages of this form are: (1) the insured is never 
without protection; (2) the savings or investment element is sub¬ 
stantial; (3) at retirement or when the insured no longer has 
dependents the cash value may be taken in cash or may be used 
for an annuity; (4) if at a later age it becomes difficult to continue 
the premiums, the paid-up values may be used to extend the in¬ 
surance for a term or to buy a reduced amount of protection. The 
chief disadvantage is that the maximum amount of temporary 
protection, say, during the establishment of a family by a younger 
man, is not obtained. 

In limited-payment life policies, premiums are paid at a higher 
rate for a period (say, for 20 or 30 years), after which the policy 
continues in force for life without further payments. The policy 
has not matured at the end of the 20 or 30 years, but the insurance 
remains in force. Advantages of this form are: (1) premium pay¬ 
ments are made during the period when the policyholder is most 
capable of earning and do not become a burden on retirement in¬ 
come; (2) there is a more substantial investment element in the 
form of cash value owing to the necessity of accumulating re¬ 
serves in the 20 or 30 years that will protect against death loss 
after the premium payments are no longer required. The major 
disadvantage is that the insured has substantially less protection 
per dollar of premium than is afforded by term or whole-life in¬ 
surance during the period when the protection may be most 
needed (in other words, the possible overemphasis on savings 
and underemphasis on protection). 

Endowment policies offer protection for a specified period of 
time, say, 20 or 30 years, at the end of which the policy matures 
and the amount of the policy is paid to the insured himself. Such 
policies combine relatively small protection with a relatively 
large investment element. In a non-technical sense, the endow¬ 
ment policy combines an increasing savings fund protected by 
decreasing term insurance. If the insured dies during the period, 
the beneficiaries of the insured are paid the face amount; if he 
lives, he collects it himself. Advantages of endowment insurance 
are: (1) where the need for protection is small and where the 
need for savings is predominant, the insured is forced to save in 
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order to keep his policy in force; (2) the goals whose fulfillment 
is planned through insurance may be met whether the insured 
lives or dies; (3) the very substantial cash value provides a cash 
fund or fund for conversion into retirement protection. The main 
limitations or disadvantages are: (1) protection expires when the 
policy matures; (2) low protection is afforded per dollar of pre- 
mium. 


Investment merits. Life insurance policies offer, in various de¬ 
grees, an interesting combination of protection and investment. 
However, many people feel that the two should not be combined 
in one contract. The rate of return on that part of the premium 
which represents an investment commitment is below that which 
an individual might procure from the direct purchase of sound 
securities but is higher than bank interest. However, the lower 

insurance company is compounded 
-something the individual investor rarely manages to accomplish. 
In addition, the interest compounded is tax-free. The compulsory 
savings requirement, the encouragement to systematic thrift, the 
safety of the funds derived from the caution and skill and degree 
of diversification with which the large insurance companies make 
their investments, and the liquidity, convenience, and freedom 
from managerial care on the part of the insured are strong argu¬ 
ments for substantial investment values in life insurance contracts, 
at least for the majority of investors. 

Annuities as investments. The annuity is a form of investment 
designed to produce a maximum return with safety at or prior 
to retirement age. The contract provides for the receipt of a 
series of equal annual installments immediately or after an agreed 
age, usually so long as the annuitant lives, in return for a lump¬ 
sum payment or regular annual payments before retirement on 
the part of the policyholder. The basis of calculation is the age 
of the annuitant. The longer the annuitant lives in comparison 
with the average, the more he receives in excess of what he has 
paid or his policy. If lie is short-lived, he receives back much less 
ian lie has invested. The life annuity is simply a means of making 
sure that a given sum of capital will provide a specified income 
winch cannot be outlived. Since a part of the principal, in addi- 
»n to the interest earned, is returned each year, the return to 
'he annuitant is larger than that which would be produced by 
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interest income from the fund alone. The cost of this higher in¬ 
come is the complete liquidation of principal at the death of the 
annuitant, at least in the straight life annuity described below. 

The more important types of annuities can be described very 
briefly. A single-premium annuity is purchased by the payment 
of one lump sum, the payments to begin at once for the life of the 
annuitant. Installment-payment annuities call for premiums peri¬ 
odically over a period of years to the date of retirement, after 
which the annuitant receives an income for life. A life insurance 
annuity is purchased by the proceeds of a life insurance policy 
which are distributed as an annuity in lieu of a lump sum. Most 
life insurance policies provide for this type of settlement option. 

From the standpoint of the time of receipt of benefits, annuities 
can be classified as immediate , which pay a given sum periodically 
for life following purchase, or deferred, in which income does not 
begin until some time in the future, usually at the estimated end 
of the annuitant’s income-producing period. Possibly the most 
common type of annuity is the installment-payment type whose 
income will be deferred until the retirement age of the policy¬ 
holder. Joint and last-survivorship annuities pay an income to 
two or more persons, such as husband or wife, as long as either 
survives. 

A straight life annuity provides income to the annuitant for his 
lifetime, regardless of how long that may be. When death occurs, 
the income ceases. The disadvantage of such an arrangement is 
that, in case of early death, the annuitant may have received only 
a fraction of what has been paid in to the company. The annui¬ 
tant, and more especially his heirs, may fail to appreciate that 
this is the price paid for the income that would have been re¬ 
ceived if he had lived longer than the average. Consequently, 
such straight life annuities are not so common today as annuities 
with special features attached, such as the life annuity certain, 
which pays an income for life but guarantees to make a minimum 
number of payments, such as for 10 or 20 years, irrespective of 
the time of death of the annuitant. An installment refund life 
annuity pays an income for life but provides for a continuation 
of installments to beneficiaries until the payments total the origi¬ 
nal principal, should the annuitant die before that time. A cash 
refund life annuity is similar but provides for the payment in cash 
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of the balance of the original principal. Such annuities often con¬ 
tain substantial cash values. The advantage of the refund type is 
that income or principal is available to take care of dependents 
in the event that the annuitant should die before the dependents 
have economic independence. 

The cost of annuities and the income received from them, of 
course, depend on the age and life expectancy of the annuitant, 
the rate earned by the insurance company, and the form of the 
policy. The following rates show the amount of a monthly straight 
life annuity that can be purchased with an immediate lump-sum 
payment of $1,000, based on rates quoted in 1949, assuming an 
interest rate of 2)4 per cent. 


Age 

at Purchase 

Annuity per Month 

Male 

Female 

.50 

$1.61 

$4.15 

55 

5.20 

4.61 

60 

5.97 

5.20 

65 

6.97 

5.97 

70 

8.32 

6.97 


It will be noted that the annuity increases with the age at the 
time of purchase and that the return is much higher (2 times at 
age 60 for a man and age 65 for a woman) than could be obtained 
bv investing the $1,000 at 3 per cent. This is because the return 
consists of both principal and interest. 

Annuities have the advantage of safety, convenience, freedom 
from care, and compulsion to save. And most important of all, 
they offer the assurance that the annuitant will not outlive his 
income. For the investor of limited means, a definite income for 
retirement is assured. For the man of wealth, the purchase of 
annuities will provide a fixed income (using part of capital) and 
leave a larger portion of the total fund free for investment in 
stocks or other investments. Annuities suffer, as do all fixed-income 
investments, from the risk of reduced purchasing power in the 
event of price inflation. And premium rates have been increasing 
1,1 rcc< *nt years. But the widespread recognition of their advan¬ 
tages is indicated by the fact that at the beginning of 1951, 3,650,- 
000 a, muities (group, individual, and contracts supplementary 
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to life insurance policies) were in force with legal reserve com¬ 
panies providing $1,280,000,000 immediate and deferred income. 2 
Federal Social Security benefits and the growing number of pen¬ 
sion plans also attest to the desire for the financial security pro¬ 
vided by the annuity type of arrangement. 


2 Institute of Life Insurance, Life Insurance Fact Hook. 1951, p. 29. 


CHAPTER 5 


CHARACTERISTICS OF CORPORATE 

BONDS 

Scope. The purpose of this chapter is to discuss the character¬ 
istics of corporate bonds from the viewpoint of the investor. 
Bonds of governments and other issuers are described in later 
chapters. The order of discussion is: (1) general characteristics. 
(2) reasons for use, (3) importance of bond financing, (4) bond 
indentures, (5) the bond instrument, (6) classification of bonds 
according to security, (7) classification as to purpose, (8) classi¬ 
fication by form of issue, (9) classification bv redemption and 
maturity features, (10) classification by manner of participation 
in income, (11) investment position of bonds. The classifications 
referred to are not mutually exclusive, and a single bond issue 
might fall under three or four groupings. 

General characteristics. Bonds represent long-term corporate 
debt, as contrasted with stocks, which represent ownership. Bond¬ 
holders are therefore creditors of the issuing corporation. Claims 
of all bondholders have priority over the stockholders’ interests, 
and particular bond issues may enjoy preferred claims, but only 
when the nature of the preference is definitely stated in the in¬ 
strument, as in the case of a first mortgage issue. Bonds usually 
contain a promise to pay a fixed rate of interest, and their principal 
is due and payable on a definite date. The bondholder is entitled 
to the fixed income and principal but to no more. 

Bonds normally give the holder no voice in management, ex¬ 
cept in case of default. Failure on the part of the debtor to meet 
the promises made in the bond indenture gives the bondholder, 
through the trustee named in the indenture, the right to take legal 
action—either to foreclose on any pledged property or to sue for 
breach of contract. 

The position of the bondholder is therefore in sharp contrast 

51 



52 CHARACTERISTICS OF CORPORATE BONDS 

with that of the stockholder or owner. The bondholder takes 
risk-but relatively less risk than the stockholder, in the same 
corporation. He has made a loan, he expects a fixed rate of income, 
and he anticipates a full return of his capital at a definite future 
date. The investment quality of his bond depends on the degree 
to which the debtor can be expected to fulfil these promises. 

Reasons for issuing bonds. When governments are unable to 
meet their expenses from current tax income, they have no choice 
but to borrow, through the issuance of bonds or other debt in¬ 
struments. Corporations, on the other hand, have a wider choice 
of methods with which to finance their operations. Among other 
ways, they may issue equity-type securities (within the limits 
set by their credit and by market conditions). Why do they incur 
the risk of borrowing? Five main reasons explain the use of bonds: 

1. To lower the cost of funds. Investors are usually satisfied 
with a lower return from bonds than from preferred or common 
stock. The advantage of cheaper financing is, however, accom¬ 
panied by greater risk on the part of the corporation. 

2. To trade on the equity. Using borrowed funds at a cost lower 
than the rate the company expects to earn on their use increases 
the potential returns on the equity or owners’ investment. Un¬ 
fortunately, because the rate on bonds is a fixed charge, trading 
on the equity may also lead to deficits when earnings decline. 

3. To widen the source of funds. Funds can be attracted from 
many investors and from investing institutions that are unwilling 
or unable to purchase stock. 

4. To preserve control. Since bonds ordinarily carry no voting 
rights, an increase in debt does not disturb the voting power of 
present owners, at least as long as the bonds are not in default. 

5. To effect tax savings. The interest on bonds is deductible in 
figuring corporate income for tax purposes, whereas dividends 
on stock are not. 

Notwithstanding the above advantages, there are definite limi¬ 
tations on borrowing that the wise corporate management feels 
obliged to follow. When these limitations are disregarded, the 
investment position of the bonds suffers, and the corporation may 
find itself in grave difficulties. In the later sections of this book 
much attention will be given to the tests of sound financial policy. 
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Importance of bond financing. The accompanying table shows 
the degree to which corporations have relied on bonds during 
the period 1941-1950. It is interesting to note that bonds com 
prised nearly 80 per cent of the total corporation securities issued 
during the period. It should be noted, however, that equity capi¬ 
tal, as contrasted with borrowed capital, also includes reinvested 
earnings, so that the figures do not reveal the whole picture of 
the extent to which corporations have relied on debt as against 
ownership for new financing. 


NEW CORPORATE SECURITY ISSUES IN THE UNITED STATES 
(in millions of dollar*) 


Year 

Bonds and 
Corporate 
Notes 

Preferred 

Stock 

Common 

Stock 

Total 

1941 . 

1942 . 

1943 . 

1944 

194.’, . 

1940 . 

1947 . 

1948 

1949 . 

1950 

$2,320 

913 

907 

2,669 

4.938 

4.570 

4.802 

5.608 

4,576 

4.033 

$ 2)9 

110 

131 

411 

1.036 

1.269 

846 

443 

398 

616 

i 

$2,619 

1.042 

1,081 

3.181 

6.258 

6.652 

6.318 

6.548 

5.601 

5.923 


Source: Connurniil and FiHamial ( htonidt. 


Bond indentures. When a corporation issues bonds, the basic 
document is the indenture or trust agreement. This document is 
lie contract between the borrowing company and the trustee 
(usually a bank) or trustees representing the bondholders. It 
contains all of the provisions of the borrowing, and hence, es¬ 
pecially in the case of mortgage bonds, is often a long and for¬ 
midable document. Also included in the indenture are the duties 
, the trustee and the relation of the trustee to the issuer and the 
bondholders. The trustees chief duties are to authenticate the 
*»"ds to represent the bondholders, by enforcing the terms of 
he indenture, especially in the event of default, and to handle the 

Menipi" " S " |la> '" C " ,Sl inlerest P^'ents, and bond 

The trust Indenture Act of 19:59 requires corporations to file 
indentures with the Securities and Exchange Commission 
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in the case of debt securities registered under the Securities Act 
of 1933. It sets forth the qualifications of the trustee and outlines 
the material concerning the trustee’s actions that must be included 
in the indenture. 

The bond instrument. The bond certificate itself contains only 
a summary of the main provisions of the borrowing. It is in effect 
a long-term promissory note. Its title usually indicates the name 
of the issuer, the rate of interest, the date of maturity, and some 
suggestion of the nature of the security, if any. The face amount 
of each bond is customarily $1,000 and represents part of a large 
issue that has been divided into small units for convenience in 
distribution. A fixed annual interest rate is stated on each bond, 
interest payments usually being made semiannually. Interest is 
collected bv the owner through the deposit of coupons detached 
from the bond or of a check from the issuer. Practically all bonds 
bear definite maturity dates; a small group, however, are perma¬ 
nent loans. Usually, bonds are secured obligations, but many 
important issues are not. Peculiarly enough, some of the highest- 
grade issues are, technically speaking, unsecured bonds. 

Although all bonds are essentially similar as representations 
of indebtedness, many variations are found in practice. The chief 
difference between bonds is in the nature of the claim that the 
bondholder has against the issuer. That bond which has a prior 
claim naturally represents the safer security, taking precedence 
over any other bonds issued by the same debtor. The title of the 
bond, which seldom indicates the degree of priority, is usually 
taken from the nature of the instrument, such as first mortgage, 
collateral, or debenture; or from the purpose of issue, such as 
adjustment, refunding, or consolidated; or from some special 
feature, such as sinking fund, convertible, or external. In nu¬ 
merous cases, a combination title is used, such as first consoli¬ 
dated, adjustment income, or first and refunding. The title, 
however, serves to distinguish the issue more than to reflect the 
investment position. Not all first mortgages are so in fact, and, 
even when correctly named, first-mortgage bonds may prove in¬ 
ferior to many unsecured issues. 

Further to confuse the investor, one company, especially if 
it is a railroad, may have several issues outstanding, with the 
question of priority of claim most complicated. Moreover, one 
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company with numerous bonds of its own may be directly or 
indirectly responsible for the payment of bonds issued by affiliated 
companies. The Illinois Central Railroad had outstanding in 1950 
27 bond issues or series, in addition to its equipment obligations. 
Each one of these bonds fits into a definite sequence of claim 
upon earnings. Industrial companies usually have relatively few 
issues, and these are of a correspondingly simpler nature 

Titles based upon security. The most popular designation of 
a bond title is that which is based upon the nature of the security 
behind the obligation. The inference is plausible that, in many 
cases in which the title is based upon another consideration, the 
cogent reason is to avoid a term that would indicate a weak under¬ 
lying situation. Numerous issues that represent little better than 
unsecured claims adopt harmless titles such as gold 5's or sinking 
fund 4’s. The Plain Bonds of the Boston and Maine Railroad con¬ 
stituted a rare example of corporate frankness in this interesting 
matter of terminology. Under ordinary conditions where definite 
security is available, a title is selected that patently carries this 
assurance to the investor, such as first mortgage tfs, refunding 
mortgage 4’s, or prior lien 35's. 

Mortgage bonds are the most common form of secured issues. 
A mortgage bond is secured by a lien on specific property de¬ 
scribed in the indenture, and the protection afforded by the mort¬ 
gage depends on the priority of the lien and the value of the 
property pledged. This may be the entire fixed property or only 
a certain section of it, as in the case of railroad divisional bonds. 
The investor should be acquainted with certain features in the 
mortgage that may help or hinder his interests. If the mortgage 
is closed, no more bonds may be secured by the same lien. How¬ 
ever, corporations have found that such issues make future financ¬ 
ing difficult. The open-end mortgage is designed to meet this 
situation. Under an open mortgage, more bonds secured by the 
same lien may be issued, but certain protective provisions are 
required to prevent the dilution of the original security: ( 1 ) that 
additional bonds be issued in proportion (often 75 per cent) to 
new property added, and (2) that additional bonds be issued 
only when aggregate interest charges on new and old are ade¬ 
quately earned (say, twice). The effects of expansion of debt 
(usually in successive series) are also limited if the open-end 
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mortgage contains an after-acquired-property clause which pro¬ 
vides that all property “hereinafter acquired” is included in the 
property pledged. 

A further covenant that all investors should seek is the penalty 
clause for failure to meet the various covenants in the indenture, 
under the terms of which default in any specified promise renders 
the entire principal immediately due and payable. 

Mortgage bonds may be divided into senior and junior liens , 
the adjectives referring to priority of claim rather than to date of 
issue. The senior liens, which hold the first claim upon both earn¬ 
ings and assets, comprise first mortgages and prior liens. As the 
title indicates, first mortgage bonds have precedence of claim 
upon earnings and properties. The Duquesne Light (Pittsburgh) 
hirst Mortgage bonds illustrate such an issue. At times the senior 
issues are called prior liens, illustrated in the Missouri-Kansas- 
Texas Prior Lien bonds which are senior issues of the company 
with respect to part of its property but which constitute a second 
lien on the main line of the system. Mortgages given in payment 
for property purchased are styled purchase money mortgages 
(such as the Reading Co. Purchase Money 4’s of 1952) and take 
precedence over claims against the property acquired, despite 
after-acquired clauses in mortgages previously issued by the 
purchasing company. The senior group also includes a good num¬ 
ber of apparently junior issues, which are, in many cases, a com¬ 
bination of a large senior claim and a small junior position, or 
which have a small amount of prior bonds, or which have gradu¬ 
ally advanced in rank with the retirement of earlier claims. The 
Pennsylvania Railroad Consolidated Mortgage bonds are junior 
to only $1,800,000 in prior liens. 

The junior bonds are those that have a secondary claim upon 
the corporate property. From the viewpoint of the investor, it 
would be most helpful if every bond bore a numerical adjective 
indicating the position of the security, as shown in the case of the 
Louisville & Nashville Southeast & St. Louis Division Second 
(now First) 3s of 1980. Corporations, however, are reluctant to 
disclose thus openly the position of junior issues; they prefer less 
significant and, in some cases, misleading titles, such as general , 
or unified, or consolidated , or first refunding. All refunding mort¬ 
gages as the title indicates, are originally, at least, junior claims, 



CHARACTERISTICS OF CORPORATE BONDS 57 


even when a definite part is reserved to retire the existing first 
mortgage. Eventually, as before stated, the refunding mortgage 
may become a first claim, but, practically speaking, few such in¬ 
stances are to be found outside of the public utility field. The 
Missouri Pacific First and Refunding 5 s of which over $224,000,- 
000 were outstanding in 1950, were subordinate in claim to only 
$1,140,000 in the prior liens that then remained unpaid. 

Bonds which are secured bv the deposit of other bonds and 
stocks are generally termed collateral trust bonds. Just as in the 
case of mortgage bonds, in the event of default the collateral can 
be seized and sold. The most frequent users of this type of bond 
are holding or parent companies which have as their main assets 
securities of other companies. Industrial and public serv ice com¬ 
panies sometimes issue collateral bonds when all of their fixed 
property is pledged, or they may issue bonds secured bv both 
mortgage and the deposit of securities. 

Investors should study thoroughly the three factors that de¬ 
termine the investment standing of collateral trust bonds: (1) the 
nature and value of the securities pledged; (2) the general credit 
of the issuer; and (3) the specific protective provisions of the 
indenture. 'I here should be an ample spread between the value of 
the collateral and the amount of the debt, and the issuer should 
be required to maintain this differential. Especially if the value 
of the collateral is doubtful, the investor may have to relv chieflv 
on the general earning power of the company, for, like mortgage 
bonds, if the specific security is worthless, the bonds become in 
eirect a general claim along with unsecured debt. Any clause in 
the indenture that permits substitution of collateral should be 
given special scrutiny. The investor should be particularly wary 
of collateral trust bonds that are secured by common stocks of 
companies that themselves have bonds and preferred stock out¬ 
standing. Under these conditions the collateral trust bonds are in 
reality junior securities. 

A third group of bonds consists of those secured by the promise 
to pay of a company other than the issuer, and includes Guaran¬ 
teed, assumed, and joint bonds. The guarantee may be direct, 
covering interest, or interest and principal, or it may arise through 
a lease contract whereby the lessee agrees to pav to the lessor 
a sum sufficient to cover the interest on the bonds. Assumed bonds 
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are issues of a company that has been acquired by another by 
merger or consolidation or as a result of the reorganization of the 
original issuer. In taking over the property of the original issuer, 
the debt of the issuer has been assumed by the successor com¬ 
pany. Joint bonds are the direct joint obligation of two or more 
concerns or, more likely, obligations of a company that operates 
property used bv both, such as a terminal, and whose bonds are 
jointly guaranteed by the users. 

Assumed, guaranteed, and joint bonds depend for their invest¬ 
ment quality on: (1) the property and earnings of the original 
issuer, and (2) the value of the additional promise to pay of the 
guaranteeing or successor concern. If both of these two elements 
are very strong, the issue will command high investment respect. 
The best examples are found in the railway field, where the issues 
of small corporations that have long since ceased to operate their 
own properties have been guaranteed or assumed by a large 
company. If the property is important to the system, such issues 
rank with the senior issues of the system. 

Although these types of bonds have been discussed under the 
heading of secured issues, it is important to note that they may 
be either mortgage bonds or unsecured bonds. The factor that 
gives them special interest is the addition of the credit of a second 
corporation, or possibly of several other corporations, as in the 
case of Cincinnati Union Terminal Company First Mortgage 
bonds, which have a first lien on the terminal property and in 
addition are jointly and severally guaranteed by seven railroad 
companies. 

A fourth group of bonds comprises the debenture issues, which 
are not secured by a lien or any specific assets but rank with the 
general debt of the issuer. All obligations of the United States 
Government, all bonds of states, and most municipal bonds be¬ 
long in this category, although the term debenture is reserved 
for unsecured corporate issues. A common provision in the in¬ 
dentures of modern debenture bonds provides that, if the com¬ 
pany should issue any mortgage debt, the debentures will be 
similarly secured. Thus, a debenture issue may move up into the 
secured category and still be designated by the original title. 

Debentures are issued by companies with credit standing rang¬ 
ing from very strong to weak. The debenture issues of the Ameri- 
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can Telephone and Telegraph Company carry an Aa rating. The 
strongest industrial corporation bonds are debentures. The fact 
that bonds are unsecured does not weaken their investment status 
if they are the only long-term debt of the issuer and if the general 
assets and earning power of the issuer provide ample protection. 
This suggests that the main strength of any bond issue, secured 
or unsecured, lies in the earning power of the borrower. But be¬ 
cause debentures lack a specific lien on assets, their position may 
deteriorate if excessive equal or prior debt is issued, or if their 
backing by general assets, and working capital in particular, is 
weakened by subsequent developments. It is important that the 
investor check carefully the protective provisions in the deben¬ 
tures that are designed to protect their status. Common provisions 
include: (1) the equal-coverage clause mentioned above, pro¬ 
viding for securing the debentures equally with any new mortgage 
debt, (2) provision against the payment of dividends that would 
reduce net assets below a certain figure, (3) requirement of the 
issuer to maintain a certain ratio of current assets to current lia¬ 
bilities before dividends may be paid, (4) limitation of the total 
funded debt, including the debentures, to a certain proportion of 
the total assets or of the capital stock, or, more frequently, to an 
amount on which the interest is earned a certain number of times. 

Debentures frequently include a sinking fund to provide for 
regular reduction in the amount outstanding and, to give them 
a speculative touch, are often made convertible into common 
stock. 

Debentures are used most frequently bv industrial corporations 
and much less frequently by railroads and public utilities, which 
customarily issue mortgage bonds. Except in unusual cases, the 
debenture bond of a railroad is preceded by layers of secured 
debt and is therefore a junior security of secondary quality. 

In passing, mention should be made of a rare (in American 
finance) type of security called debenture stock . Only inspection 
of the terms of the issue will reveal whether this hybrid-named 
investment is a debenture bond or a preferred stock. 

Titles based upon purpose of issue. The purpose for which the 
bonds have been issued forms a second basis for the selection of 
a title. Hie underlying reason may be to take advantage of a 
favorable investment attitude toward certain classes of securities 
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as illustrated in the case of equipment trust notes; or to avoid 
the admission of a junior lien through the use of a title such as 
adjustment mortgage. This method of styling bonds is, however, 
not without advantages, irrespective of the motive. Investors 
should be very much interested in the use to which their funds 
are put, since that alone is an important test of safety. 

Adjustment bonds are issued in the reorganization of companies 
in financial difficulties. In practically all cases, they are received 
bv investors in exchange for old securities retired in the new plan, 
under conditions whereby interest is payable only if earnings 
permit. They are a leading type of income bond (see below). 
Although these bonds are usually issued under clouded conditions, 
the eventual success of the company, as shown in the case of the 
Atchison, Topeka, & Santa Fe Railway Adjustment Mortgage 4s 
of 1995 (issued in 1895) may place the bonds in the investment 
category. The Adjustment Income 5s of the Hudson and Man¬ 
hattan (issued in 1913) have fared less auspiciously. Adjustment 
bonds are usually protected by a junior mortgage. Foreclosure is 
ordinarily permitted for default in the payment of principal and 
in the payment of interest if it has been earned. 

Bridge bonds are issued to finance the construction of bridges. 
Ronds issued by public authorities for the construction of bridges 
(such as the George Washington Memorial Bridge between New 
York and New Jersey, which cost more than $50,000,000) are 
secured primarily by the revenues of the bridge and, in rare in¬ 
stances, by the taxation power of the public authorities. Bonds 
issued to finance the construction of railroad bridges (such as the 
Hell Gate Bridge in New York) are chiefly the mortgage obliga¬ 
tions of a subsidiary operating company (the New York Connect¬ 
ing Railroad Company) guaranteed by the roads using the bridge 
(the Pennsylvania and the New Haven). Such bonds are likewise 
highly regarded. Bonds issued by private corporations for the 
construction of automobile toll bridges, however, are generally 
regarded as speculative, largely because of their poor record over 
recent years. Noteworthy examples of unfavorable experience 
with bridge bonds of private companies are afforded in the cases 
of the International Bridge (Detroit-Windsor) and the San 
Mateo-Hay ward Bridge across San Francisco Bay. 
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Consolidated mortgage bonds are those issued for the purpose 
of consolidating into one issue several separate bond issues. They 
are ordinarily the result of refunding operations and often involve 
a first mortgage on one part and second or other mortgages upon 
other parts of the company’s property. 

Divisional bonds are railway mortgage bonds secured bv a first 
lien on a division or section of the system. Since they precede 
other junior mortgage issues with respect to a claim on a certain 
division, they are also classified as underlying bonds. 

Equipment trust obligations in the form of certificates are 
issued to finance the purchase of equipment-iiotablv railway 
rolling stock on the partial-payment plan. Funds for the payment 
of such purchases are obtained by paying an adv ance rental or 
down payment of from 20 to 25 per cent and securing the balance 
through the sale of serial obligations payable over a period of 
from 10 to 15 years. In 1948, the Wheeling and Lake Erie Railway 
purchased equipment with a value of $2,000,000. The purchase 
was financed through a cash payment ol $400,(K)0 (2()'«) and 
the sale ol $1,600,000 in 2!»V equipment trust certificates matur¬ 
ing at the rate of $80,000 semiannually for 10 years. In 1950 
the Southern Pacific Company purchased 19 Diesel-electric freight 
and switching locomotives, 598 steel flat cars, 31 sleeping cars, 
and 32 passenger cars at a total cost of $18,000,000; the pur¬ 
chase was financed through a cash payment ol $4,500 000 (25V) 
and the sale of $13,500,000 in 29K trust certificates payable at the 
rate of $900,000 annually for 15 years. 

Under one method now used almost universally, known as the 
Philadelphia plan, the equipment is leased to the road for the 
period by a bank acting as trustee, the installment payments are 
regarded as rent, and the investors receive "dividends’’ on their 
equipment trust certificates. The certificates represent a beneficial 
interest in the trust and are usually guaranteed as to principal 
and interest by the railroad. The trustee leases the equipment to 
he railroad at an annual rental sufficient to pay the expenses of 
ie trust, dividends on the certificates, and the principal of the 
certificates as they mature serially. The railroad also agrees to 
inaintain the equipment in good order. The lease expires after 
all the certificates have been paid, and at that time title to the 
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equipment is transferred to the railroad. In the event of default, 
the trustee may take possession of the equipment and sell it for 
the benefit of the certificate-holders. 

Under another method, known as the New York plan, the 
equipment is purchased from the trustee under a conditional bill 
of sale whereby title immediately reverts to the trustee in the 
event of default, and the investors receive “interest” on their 
equipment trust notes. 

Equipment trust obligations are usually regarded as excellent 
investments and bear low yields, owing to: (1) the essential na¬ 
ture of the equipment; (2) the quality of mobility that would 
facilitate repossession and ready sale; (3) the gradual increase 
in the value of the equity due to the liquidation of the debt on a 
scale faster than the depreciation of the equipment, which nor¬ 
mally lasts well beyond fifteen years; (4) the fact that receivers 
and trustees in charge of companies in insolvency usually continue 
to pay interest charges on equipment obligations even though 
they may allow the mortgage bonds of the company to remain 
in default; and (5) the excellent investment record of these se¬ 
curities, as illustrated in the fact that in only one recent instance, 
that of the !• lorida East Coast Railway, was the lease disaffirmed 
and the equipment sold (1936). In this case payments totalling 
$593.54 per $1,000 certificate were distributed. In three other 
cases in the 1930’s, maturities were extended and two roads ex¬ 
changed their certificates for other obligations bearing a lower 
rate of interest. 

Receivers certificates are the obligations of a company being 
operated by a receiver in equity. With proper court approval, 
they enjoy priority over other obligations, although technically 
they are not secured by any lien. They are issued as a means of 
improving the property and the working capital position of the 
failed company, pending a reorganization. Receivership in equity 
has largely given way to reorganization under bankruptcy pro¬ 
ceedings, and trustees certificates are the modern equivalent of 
the older receivers’ certificates. 

Refunding bonds are those issued for the more obvious purpose 
of getting new capital on a favorable basis. Just as the conversion 
of a short-term debt into a long-term debt is known as a “funding” 
operation, the payment of debt at or before maturity with the 
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proceeds of a new loan is called “refunding.” The main reason for 
refunding before maturity is to save on interest charges when 
interest rates have fallen or the credit of the issuer has improved. 
Refunding at maturity takes place when the company has made 
no provision for redemption. The investor must examine a “refund¬ 
ing” issue to determine whether or not the use of that name is for 
the purpose of disguising a second mortgage. 

Terminal bonds are issued for the purpose of financing the con¬ 
struction of terminal facilities in large cities to be used by one 
or more railroad companies. These companies, either separately 
(severally) or collectively (jointly), usually assume proportionate 
responsibility for the debt of the terminal company, either by 
direct obligation or by guarantee. The companies'which pro¬ 
portionately guarantee the bonds of the Terminal Railroad Asso¬ 
ciation of St. Louis include several of the most important systems 
in the country. An interesting observation in connection with 
terminal bonds is that companies in default on their mortgage 
bonds are usually permitted by the courts to make their 'pro¬ 
portionate payments on terminal contracts in order to retain the 
use of an essential facility. 

Titles based upon form of issue. Bonds are issued in either 
coupon or registered form. Some, but not all, are interchange¬ 
able for a small service fee. Coupon bonds are payable to bearer 
and carry detachable interest coupons. Registered bonds are 
payable only to the registered owner, to whom interest checks 
are mailed, except in the case of bonds registered as to principal 
only. The coupon bond, being more negotiable to the bearer 
may be more conveniently transferred and hence often commands' 
a price slightly higher than that of the registered bond. 

Interim bonds are temporary certificates issued pending the 
preparation of the definitive bonds. Some months are required 
or he preparation, engraving, and printing of the regular bonds. 

In the meanwhile the interim certificate evidences ownership 
and may be as readily disposed of as the permanent bond. Tem¬ 
porary receipts from investment dealers are not interim bonds, 
however, and should Ire accepted for brief periods only 

of a hnn.l Tl “T redempt ! on - ln eer,ai " ins “>nces, the title 

.bond ,s taken from some feature with respect to redemption. 

such cases, the bond may be a secured or an unsecured obliga- 
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tion; if secured, the claim is usually a junior lien, since the com¬ 
pany would naturally select a more indicative title for a senior 
obligation. 

Extended bonds are those on which the maturity date has been 
extended under a mutual agreement with the bondholder. The 
Stony Creek Railroad Co. Extended Gold 4s of 1957 were origi¬ 
nally issued as 7’s in 1872, but, at maturity in 1907, they were 
extended to 1957 at a lower interest rate. 

Cold bonds are those which are expressly payable in gold coin 
of specified weight and fineness. Gold-payment clauses in domes¬ 
tic obligations, both public and private, were abrogated through 
Federal legislation on June 5,1933, with respect to past and future 
contracts. Such action made the gold clause inoperative and there¬ 
fore ineffectual for the designed purpose of protecting investors 
against currency depreciation. 

Perpetual bonds are those that represent permanent obligations 
and might more properly be termed perpetual interest-bearing cer¬ 
tificates, as in the case of the Columbia, Newberry and Laurens 
Railroad 5% income certificates. Certain Lehigh Valley Railroad 
Consolidated Mortgage bonds, which bore an original maturity 
date of 1923, were converted, by mutual agreement, into per¬ 
petual obligations and bore the title of Irredeemable until 1949, 
when their maturity was set at 1989. The well-known British 
Government "Consols” (an abbreviation of Consolidated) are 
perpetual bonds. Some long-term domestic issues, such as the 
West Shore Railroad 4's of 2361 and the Elmira and Williamsport 
5 s of 2862, might readily be classed as annuity bonds for all prac¬ 
tical purposes. 

Redeemable bonds, also known as callable, are those which 
may be paid at the option of the issuer during a specified period 
prior to maturity date. Most modern bonds contain this feature. 
The price at which the bonds may be repaid is usually computed 
on a sliding scale providing for a relatively high premium of as 
much as $5 to $10 per $100 of principal in the event of early re¬ 
demption and declining to zero just before maturity. From the 
investor's viewpoint, it is unfortunate that the life of callable 
bonds is uncertain and that they are most likely to be called when 
interest rates are low. The buyer of a redeemable bond faces the 
prospect of being forced to accept less income if interest rates fall 
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but of not being able to obtain more income if interest rates rise. 
Since most bonds are callable, the investor has little choice in the 
matter. And the call price acts as an upper peg or platform 
through which the price of the bond is not likely to break except 
in a very strong bond market and when the chances of call are 

unlikely. 

* 

Serial bonds are those on which the maturities are spread over 
a succession of years rather than in a single year. The Pennsyl¬ 
vania Railroad Equipment 21i's (series “V”) were isued in 1950 
in the total amount of S20,820,000 repayable at the rate of $1,388,- 
000 annually from 1951 to 1965. In interesting contrast to the 
general practice of having all bonds in a serial issue carry the 
same interest rate, the United States Steel Corporation brought 
out a serial issue in 1940 on a semiannual basis from 1940 to 
1955 with interest rates gradually increasing from X of 1 per cent 
on the earliest maturity to 2.65 per cent on the bonds payable in 
1955.' Most municipal bonds are retired serially. 

Series bonds are those that are issued in sequential series under 
an open-end mortgage. Although all bonds thus issued have the 
same security, each series has distinctive features such as interest 
rate, maturity date, and call price. This type of financing gives 
the corporation a maximum degree of flexibility and allows each 
new issue to meet the prevailing conditions in the market. The 
Commonwealth Edison (Chicago) First Mortgage Series “N" 
bonds, brought out in 1948 with an interest rate of 3 per cent, 
represented the fourteenth issue of bonds under this mortgage,’ 
the first issue having been sold in 1923. 

Sii.Amg fund bonds arc those that require the establishment of 
a fund to he built up during the life of the issue to sink, or liqui¬ 
date, the debt. Such Ironds are more prevalent in industrial issues 
Hum in railroads or public utilities, although there is a growing 
tendency, through the force of regulation, to insert sinking fund 
requirements in these latter types. The amounts annually appro- 
printed for the sinking fund may be: (1, fixed annual amounts- 
citlier a certain amount in dollars or a percentage of the bonds 

F J h ‘T “ rial "“'“"'y l~nd l„ be listed on the New York Stoek 
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issued; or (2) varying annual amounts, increasing or decreasing 
each year; or (3) an amount varying with earnings; or (4), in 
the case of extractive industries, an amount proportionate to 
physical output. The sinking fund may be used: (1) to redeem, 
either bv purchase in the open market or by call, outstanding 
bonds of the same issue; or (2) for investments in other securities. 
From the investors viewpoint, the first method stated in each 
case is preferable. The expression “subject to call for sinking fund 
only applies to bonds which are otherwise non-redeemable. 

Bonds which are called are drawn by lot and must be surren¬ 
dered if loss of interest is to be avoided. A frequent source of 
irritation to investors is the return to them of unpaid interest 
coupons which are deposited for collection six months after that 
particular bond has been called for redemption for the sinking 
fund. As corporations keep no record of the names of owners of 
coupon bonds, there is no way of notification of redemption other 
than by newspaper advertising. Such notices are often missed by 
bondholders, although the bondholder can protect himself by 
using bank or broker safekeeping service. In partial compensation 
for the loss of interest and the trouble of reinvestment, the bonds 
are called at a premium, although such premiums are usually 
lower than those paid for ordinary refunding. 

Sinking fund requirements are particularly important in the 
bond issues of corporations with uncertain earnings and those 
whose property is inevitably depleted or depreciated through 
time, such as extractive and real estate companies. 

Sinking funds should not be confused with so-called “capital 
improvement” funds whereby a public utility is permitted to 
substitute increased investment in property for definite retirement 
of debt. 

Titles based upon participation. Some bonds that carry income 
payments directly or indirectly contingent upon the earnings of 
the issuer bear a title reflecting that condition. As a general rule, 
these bonds are unsecured debts and in many cases bear a distinct 
resemblance to stocks. 

Income bonds are those on which the payment of interest is con¬ 
tingent upon the amount of current earnings and is not a man¬ 
datory charge. They are generally secured bonds issued as part 
of a reorganization plan under which bond interest charges are 
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“scaled down” to an amount within the reasonable capacity of 
the enterprise. Income bonds have been used to a large extent 
in connection with railroad reorganizations. The practice of com¬ 
pletely replacing fixed-interest bonds with income bonds has also 
been employed extensively in real estate reorganizations. The 
payment of interest on income bonds is contingent upon and 
proportionate to earnings available, up to a maximum rate. The 
interest is often cumulative; that is, if not earned and paid in one 
year, it must be paid later before any dividends may be declared. 
But if the interest is earned, it must be paid, in contrast to the 
dividends on preferred stock, which are contingent on earnings 
and declaration. One difficulty is the possible difference of opinion 
that may prevail as to whether the interest has been earned or not, 
in spite of the definition of earnings contained in the indenture. 
The real earnings of a company, after allowance for maintenance, 
depreciation, and other items, can be a matter of controversy. 

The reputation which income (adjustment) bonds have gained 
bv having been associated with failure, together with their in¬ 
herently weak characteristics, has prevented their use for raising 
new capital. Their real nature is difficult to explain to investors, 
and they lack the straightforward features of ordinary bonds or 
preferred stock. Even the tax advantage enjoyed bv the corpora¬ 
tion arising from the fact that their interest, unlike preferred 
dividends, is deductible for tax purposes has not led to their use 
for ordinary financing except in rare cases. 

Participating bonds are those that are entitled to share in the 
net earnings of the company in addition to receiving interest in 
full on a fixed-charge basis. A participating bond is an anomaly 
•since it seems to combine stock income with bond safetv. Very 
few such bonds-in fact, none of any important companies-ar'e 
now outstanding. The modern method of bond participation is 
through the indirect procedure of conversion or stock-purchase 
options. 1 


Convertible bonds are tl.ose that may Ik- exchanged for stock 
at the option of the holder at a ratio and during the period stated 
the indenture. TI| ‘' SL ' ««kc a strong appeal to investors 

who like a privileged opportunity to share in the future earnings 
Of those companies to which the* loan money. The conversion 
leature may extend ox er the entire life of the bond, as it does in 



G8 CHARACTERISTICS OF CORPORATE BONDS 

the case of Vanadium Corporation of America Debenture 3&’s of 
1965; or over a limited period during the early life of the bond, 
as in the case of Phillips Petroleum Convertible Debenture 2£’s 
of 1975, which lose their conversion privilege in 1960. The con¬ 
version ratio may be par for par, one $1,000 bond for ten shares 
of $100 par stock, or in any fixed ratio, usually expressed in terms 
of a conversion price for the stock. The Consolidated Edison 
(N. Y.) Convertible Debenture 3 s of 1963 are convertible at $25 
per share, which means that one $1,000 bond may be exchanged 
for as many shares of stock as $25 is contained into $1,000, or 40 
shares. 

The peculiar advantage of convertible bonds over stock is that, 
in a declining market, the bonds will not fall below their invest¬ 
ment value as straight bonds, whereas the stock, not having that 
intrinsic strength, may fall to an extremely low level. In an ad¬ 
vancing market, the bonds will advance fully in proportion to the 
stock after the conversion parity has been passed. The Consoli¬ 
dated Edison Debentures referred to above were convertible at 
$25 a share in 1951 at a time when the stock was selling at $30 a 
share. The market value of the bonds was therefore $1,200 (120) 
despite the fact that the First Mortgage 3s of 1972 were currently 
around $1,000 (100). 

Convertible bonds have a special appeal under present condi¬ 
tions because of their possibilities for hedging against inflation. 

The circumstances under which conversion is likely to take 
place are explained in Chapter 17. It is worthy of note that, while 
conversion is at the option of the bondholder, a corporation may 
force conversion by exercising the right to call the bonds at a 
price lower than the market value of the bond or of the stock into 
which it is convertible. 

Provided the investor does not pay too much for the privilege, 
the convertible feature may have real advantages. The owner of 
the convertible bond remains a creditor as long as he holds the 
bond, with the prior position that creditor status provides; then 
when it is to his advantage to do so, he may convert into stock 
with its possibilities for higher earnings and price appreciation. 
For this reason convertible securities are regarded as logical 
"hedges" during a rising stock market. However, the investor 
should remember that, once conversion has taken place, the step 
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cannot be retraced. Moreover, although he may choose not to 
convert, or if it is never profitable for him to do so, he has none¬ 
theless probably paid something for the conversion option that 
he has not exercised. 


Bonds with warrants are those that bear stock-purchase option 
warrants giving the holder the privilege of buying a certain 
number of shares of stock at a fixed price. The warrants may or 
may not be detachable, and may be valid for a limited or an un¬ 
limited period. The warrants attached to the A. B. Farquar Co. 
Debenture 4%'s of 1962 were not detachable until exercised, and 
gave the bearer the right to purchase up to March 1, 1957, 25 
shares of common stock at S15 per share. The warrants attached 
to the Indiana Steel Products Co. Debenture 5s of 1957 were 
detachable and gave the bearer the right to purchase up to Dec. 
31, 1950, 4 shares of common stock at prices increasing up to a 
maximum of $10 per share. Although many warrants become 
highly valuable during active stock markets, investors should 
realize that in warrant bonds, as well as in convertible bonds, the 
speculative feature has usually been added mainly to enhance the 
marketability of issues that lack fundamental investment quality. 

Stock-purchase option warrants are being used to an increasing 
degree in connection with bonds issued in corporate reorganiza- 
tioiis. The purpose of the warrants is to give bondholders who 
have accepted a drastic reduction in interest payments an oppor¬ 
tunity to share in any subsequent improvement in the earning 
power of the enterprise. 

The investment position of bonds. Bonds have traditionally 
been regarded as the most conservative form of investment in 
the country. To the investor who has complete freedom in the 
choice of Ins commitments, they prov ide a combination of safety 
and convenience surpassing that available in any alternative form 
of investment. To the investing institution which, for reasons of 
"ducary safety, is restricted in the choice of securities, bonds 
piovide the most satisfactory medium of investment, as ev idenced 
m the billions of dollars carried by these institutions in bond- 
noldings. Under current conditions institutions are the important 
Buyers of corporate bonds. Individuals find more attraction in 
hav ings Bonds and in tax-exempt municipals. 

Vet no investor can afford to assume that just because a security 
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is a bond, it has inherent strength. Bonds vary greatly in invest¬ 
ment quality from worthless to almost riskless. The investor would 
do well to examine each security on its own merits, regardless 
of its legal form. Generalizations concerning any large class of 
securities are usually dangerous. Yet it is interesting to note that 
in the capital markets the essential feature of bonds, namely, that 
they represent debt, is indicated by the fact that the highest-grade 
bonds always sell at lower yields than those prevailing on the 
highest-grade ordinary preferred stocks. That some common stock 
yields are lower than bond yields is not evidence of their superior 
safety of income and principal but of the regard in which they 
are held by investors who are looking for growth and apprecia¬ 
tion rather than yield. 

As to whether bonds are “better investments” than stocks, the 
answer is that most bonds are safer insofar as dollars of interest 
and principal are concerned. But whether a particular bond is an 
appropriate investment depends on the bond and on the needs 
and purposes of the investor. 


CHAPTER 6 


CHARACTERISTICS OF STOCKS 


Scope. The purpose of this chapter is to discuss the character¬ 
istics of stocks from the viewpoint of the investor. The order of 
discussion is: ( 1 ) general characteristics, (2) legal position of the 
stockholder, (3) stock terminology, (4) preferred stock-general 
nature and types, (5) classified common stock, (6) preferred 
stocks as investments, (7) guaranteed stocks, (8) common stock 
nature and dividends, (9) common stocks as in\estments-ad- 
vantages and disadvantages. 

The form and title of a security do not determine its investment 
quality. Many common stocks have had very superior records 
and many preferred stocks have become worthless. Nevertheless’ 
the basic distinctions are important, and some general conclusions 
may be set forth concerning the relative attractiveness of the two 
great classes of stocks. The reader will realize, however, that in 
the case of any Uulividual security, it is the earnings and div idend 
record and prospects and the amount and character of the assets 
that support the stock that determine its investment status 
General characteristics. In contrast to bonds, which represent 

Stock T il r rep ? Se " ,S " ,e ownershi P of “ corporation, 
stock, whether preferred or common, involves no promises. The 

"T ° f a , share L of s ' oek is owner of the corporation. His 
stock gives him the right to share in the net assets of the business 
(it any), the net income (if any), and management. 

JJ? 1SSVu iS t di c V ^ T° U " i,s ' called shares On Decern- 

592 shares ’ 't **7* ? C Penne> ’ Com P ail >' comprised 8,231,- 
92 shares, each of which represented 1/8,231,592 share of the 

Z7T ^ T 0f ,‘ he COmpan >- T1 ‘ e e ' ide " ce of owner- 
'•p of shares is the stock certificate. The name of the owner 

and e kind 0 of h ' ° f " K ‘ '° getl,er With * he "ember 

kind of shares represented by the certificate. The certificate 



72 


CHARACTERISTICS OF STOCKS 


is always a registered instrument; the owner’s name is registered 
on the books of the company. Only the registered owner can 
assign the stock by signing the blank form on the back of the 
certificate. The registered owner is the one who receives the 
dividends, has the right to vote, and otherwise enjoys the privi¬ 
leges of ownership. 

Stock certificates, being evidences of ownership rather than 
debt, are not inherently negotiable. But they have been given 
this status in the states that have adopted the Uniform Stock 
Transfer Act. When stocks are sold, the usual practice is for the 
owner to endorse them in blank. They may pass through many 
hands before being registered on the corporation s books in the 
name of the new owner. The actual registration and transfer is 
usually handled by a transfer agent appointed by the company. 

Corporate stock may have nominal par value , of from a few 
cents to several hundred dollars per share, or no par value. The 
par value is a purely nominal amount which is supposed to show 
the original investment per share. When the par value has been 
paid in to the corporation, the stock certificate is designated “full- 
paid and nonassessable.” For many years the customary par value 
was $100. Today the trend is toward low-par value stock, or the 
use of stock without par value, which is full-paid when the original 
consideration set for each share has been received. Only in the 
regulated industries, such as the steam railroads, the commercial 
banks, and the public utility operating companies, do par stocks 
predominate. 

To the investor, no-par stock has a real advantage in that each 
share simply represents a certain fractional ownership in the 
corporation without any confusion as to nominal value. A stock 
with a par value of $50 (Pennsylvania Railroad) may sell, as it 
did in 1950, at $14 to $22 per share. It is likely that few of its 
owners knew that at one time the company had received the 
equivalent of $50 per share in cash or other assets for this stock. 


Neither the market value nor the book value (dollars of net assets 
per share of stock) is influenced by the nominal par value after 
the company has been in operation for some time. 

The following schedule shows the par value (if any), the book 
or net asset value at the end of 1950, and the range in market 
value of selected common stocks for the year 1950. While the 
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selection is not representative of all stocks, it does reveal the fact 
that the market value, based primarily on the prospects for earn¬ 
ings and dividends, is usually very considerably different from 
nominal and book values. 


• VALUES" OF STOCKS 


Company 

Par Value. 
Dec. 31, 
1950 

Book Value. 
Dee. 31, 
1950 

Price Range, 
1950 

Autocar Co.. 

Day Mines, Inc. 

Capitol Records .. 

Dayton Rubber Co. 

Childs Company. 

Deep Rock Oil Corp. 

Delta Air Lines, Inc. 

General Motors Corp. . 

$ .05 

.10 
.2-5 
.50 
1.00 
1.00 
3.00 

5 (Ml 

S 22.41 
2.6S 
6.51 
20.91 
2.85 
56.04 
14.80* 

5X-11S 

l?5-3» 

3-7X 

m-m 

3.'i-7fi 

22-37* 

115-20 
34X-54K 
15-25 
42!i-61»i 

Indiana Limestone Co. . 

10.00 

25.00 

mi 

e- (>“ 

International Silver Co. . 

New York A Harlem It R. (guaran- 
tecd) . 

Ol .VI 

71.83 

25.73 

99.13 

on m» 

Pennsylvania Railroad Co. . 

Northern Pacific Itv. Co. . 

•7U UU 

50.00 
10().(M) 
HMUMI 
no par 
no par 

201-246* 

I454-22JS 

17-3354 

1195-1300 

49?>-67!4 

112*i-165 

hirst National Rank (\.Y, > ... 

Montgomery Ward Co. 

Coca-Cola Co. 

1.420.67 
80.20* * 
33.01 


• \' of Juno »0. I«>S0. 
*• «>l Jan. J|. I9SI. 


Legal position of the stockholder. Stockholders, as part pro¬ 
prietors of corporations, have certain well-defined rights and 
obligations, depending upon the corporation laws of the state 
" " ch tl,e eompany is chartered. Although state laws differ 
widely with respect to powers of corporations, the position of 
the stockholder is fairly uniform in most states. 

The stockholder has a right to receive dividends when earned 
>v the company and if declared bv the directors. In other words. 
«• income claim of a stockholder is a contingent one, differing 
fundamentally from that of the bondholder, who has a fixed 
l ehmte claim and who can take action in the event of default. 

, St,)ckl ‘ 1 0l<l, ' r sl,:,r,,s *1* fortunes of the business, and his 

. I ." av 1,0 la, W " r S'l'all- I" the case of common stocks there 

' S ""' 1 0ro,Kal "l , l M r while most preferred slocks can ,e- 

fn?/' ,- V m MeA when earnings are 

laige, stockholders only rarely comped dividend payments if the 
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management desires to reinvest the profits in the business. This 
is true even of preferred stock, except that the preferred has a 
right to dividends before the common. 

The stockholder has the right to share in the net assets of the 
corporation in the event of dissolution. This right vanishes in 
practical value in the case of failed concerns, even in the case of 
preferred stocks, which ordinarily have a set liquidating value 
that must be paid before anything goes to the common. But where 
there is nothing to distribute, such priority is meaningless. 

The stockholder has a right to subscribe to new issues of stock 
in proportion to his old holdings before such new stock may be 
offered to outsiders. This pre-emptive right may be denied only 
when so stated in the charter, but it is not ordinarily granted to 
preferred stock. As these privileged subscriptions are generally 
offered below the prevailing market price, this right is often valu¬ 
able. The method of calculating the value of rights is given in 
Chapter 17. 

The stockholder has a right to inspect the corporate books. 
This right applies to the general books, such as the minutes of the 
stockholders’ meetings and the list of stockholders, rather than 
to the ledgers and the books of financial record, and is restricted 
by certain requirements that make it of little value to the investor 
unless he wishes to stage a proxy battle with management. 

The stockholder has a right to vote in the selection of the board 
of directors and on all matters affecting the corporate property 
as a whole, such as sale or merger or liquidation of the business. 
The voting privilege may be restricted to one class of stock or to 
one group of stockholders. 

Other fundamental rights of the stockholders include the right 
to receive a certificate representing his shares, to transfer his 
shares, and to take action against the wrongful acts of the man¬ 
agement and the majority of stockholders. 

The stockholder is liable for the debts of the corporation only 
to the amount of unpaid subscriptions to the capital stock, and 
to the difference between subscription price and par value, in the 
event the former is lower. This limited liability feature of cor¬ 
porate stock, in contrast to the unlimited obligation that exists 
in partnerships, is one of the great advantages afforded by the 
corporate form of organization. 
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The stockholder is also generally liable for wages of employees 
for limited periods. This provision applies to employees in sub¬ 
ordinate positions, for periods not exceeding three months, under 
somewhat technical conditions. 

Stock terminology. The investor should be familiar with certain 
terms associated with stock. The authorized stock is the maximum 
number of shares of all types that may be issued, as specified in 
the certificate of incorporation. To change this number, or the 
provisions of any class of stock, requires the formal approval of 
stockholders. Issued stock is the amount of shares that have been 
issued for cash, property, or services. Stock reacquired by the 
company by purchase and donation and not reissued or cancelled 
is called treasury stock. Treasury stock is ordinarily deducted on 
the balance sheet from the issued stock to show the amount of 
outstanding stock. Full-paid stock is, as we have seen, stock for 
which the corporation has received full payment up to par value, 
or up to the amount established as the selling price of no-par 
shares. Part-paid stock is stock that has been issued for less than 
par value or the agreed subscription price. Under the laws of most 
states, stock cannot be issued unless fully-paid. 

Preferred stock—general nature. The capital stock of a com¬ 
pany is often divided into two classes, one of which, usually 
called preferred stock, has priorities over the other, usually called 
common stock. The provisions of the preferred stock are set forth 
in the corporate charter. The universal characteristic of preferred 
stock is that it has priority over the common stock with respect 
to dividends, since no dividends may be paid on the common 
stock in any year in which the full preferred dividend has not 
been paid. The amount of the annual dividend to which the pre¬ 
ferred stock is entitled and to which it is limited is stated in the 
charter of the company and on the stock certificates either in 
dollars per share or as a percentage of par value. The preferred 
dividend is not a fixed charge in the sense that the company is 
required to declare it. It is not a claim. Preferred dividends, like 
common dividends, are contingent upon the financial condition 
of the company and the discretion of the management as repre¬ 
sented by the board of directors. Even though the available 
profits may be adequate for the payment and the cash position 
may be strong, the directors may decide to conserve the funds 
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in the business rather than to pay out dividends. However, where 
the preferred div idend is earned, there is a strong inducement to 
pay it in order to keep the record clean and to keep the road clear 
for common dividends. 

Cumulative preferred stock is that type under which dividend 
payments omitted at any time accumulate in the form of arrear¬ 
ages. These arrearages must be paid in full before any dividend 
payments may be made on the common stock of the company. 
Noncumulative preferred stock is the other type which has no 
prior claim on dividends, except on those for the current year. 
Past dividends are lost forever. The advantage of cumulative over 
noncumulative preferred stock is not so great as it might seem. 
A prolonged period of poor earnings may result in an accumula¬ 
tion of dividend arrearages beyond the capacity of the company 
to pay. A situation is thereby created wherein a solvent company 
is almost permanently enjoined from paying any dividends to the 
common stockholders. Even when the amount of arrearage is not 
discouragingly large, the holder of cumulative preferred stock is 
usually persuaded to accept other securities or part cash in lieu 
of cash in full. 

Some companies have adopted a practice of issuing different 
classes of preferred stock which may share the same rank of 
priority or which may have varying priorities. Pacific Gas and 
Electric Company has six classes of preferred stock, all ranking 
equally in priority but having dividend rates ranging from 4.8 to 
6 per cent (on $25 par). The Mead Corporation has two classes, 
one of which carrying the rate of 4J4 per cent is known as Pre¬ 
ferred and has dividend priority over the second, known as Second 
Preferred and carrying a rate of 4 per cent. The term prior pre¬ 
ferred is sometimes used to designate the particular preferred 
stock which has priority of claim, although the term first preferred 
is more generally used for this purpose. In such cases, the senior 
issue is entitled to its full dividend rate before any payment may 
be made on the junior issue. 

Preferred stocks usually have priorities in the distribution of 
assets (in the event of dissolution) as well as in the distribution 
of profits. The amount of such preference is usually stated in 
dollars per share and generally approximates the original value 
of the stock, plus any accumulated dividends. This "preference 
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as to assets is rarely of practical value. Most companies dissolve 
as the result of failure, a condition which usually finds the credi¬ 
tors in possession of the assets, with little if anything available 
to the stockholders. 

Redeemable or callable preferred stock is stock which may be 
retired by the issuing company upon the payment of a definite 
price stated in the instrument. Although the call price provides 
for the payment of a premium, which may be as much as $25 
above the face value of the stock, the provision is more advan¬ 
tageous to the corporation than to the investor. When money 
rates decline, the corporation is likely to call in its preferred stock 
and refinance it at a lower dividend rate. When money rates rise, 
the value of the preferred declines so as to produce a higher yield. 
And the call price tends to act as an upper peg or plateau through 
which the price will break only in a very strong market. Several 
instances might be cited at the time of writing where nonredeem- 
able preferred issues are selling at prices far above the prices of 
comparable redeemable preferred issues. Although a call price 
of $120 could readily hold down the market price of a $7 Pre¬ 
ferred stock, the thought that a similar call price could limit the 
market price of a $5 Preferred stock probably never occurred to 
the management of General Motors when that issue was origi¬ 
nated. In July, 1951, this preferred stock sold at 123 to yield 4.06 
per cent. The $3.75 preferred stock of the same company, callable 
at 105, sold at 99 to yield 3.79 per cent. 

Convertible preferred stock is that type which may be ex¬ 
changed into common stock at the option of the holder. Preferred 
stocks which carry this privilege arc likely to be deficient in 
quality, because it is rarely necessary that this feature be included 
in order to attract investment buyers. The exchange ratio is stated 
m the instrument and, under modern practice, is on a sliding scale 
whereby the conversion price increases during the conversion 
period. A large industrial company has issued convertible pre¬ 
ferred stock on which the conversion price, which is now $50 a 
share, will increase to $661i in 1952 and $75 in 1954, which prices 
indicate that, respectively, 2 shares, lJi shares, and 1» 3 shares of 
common stock will be exchanged for 1 share of preferred stock 

The convertible feature may have real appeal to investors who 
are looking for a compromise type of security. The circumstances 
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under which conversion becomes profitable are discussed in Chap¬ 
ter 17. Further discussion of convertible securities is also found 
in Chapter 5 under the heading ‘convertible bonds.” 

Participating preferred stock is that type which is entitled to a 
further share in any dividends after the payment of the regular 
preferred dividend. There are many different participating ar¬ 
rangements, but the one most frequently found permits the pre¬ 
ferred to share with the common stock in further dividend dis¬ 
tributions after the common has received a stated rate. Very few 
important preferred stocks contain the participating feature. It 
is usually regarded as a speculative inducement used to bolster 
the attractiveness of a preferred stock that lacks strength on its 
own merits. The same is true of preferred stock to which stock- 
purchase warrants are attached at the time of sale. These war¬ 
rants, which give the owner the right to purchase common stock 
from the company at a stipulated price during a specified period, 
are usually a substitute for sound investment quality in the pre¬ 
ferred stock itself. 

Preferred stock protective provisions and voting rights. In addi¬ 
tion to the two basic features of preferred stock noted previously 
-preference (over the common stock) as to dividends and as to 
assets—it is not unusual to find other features designed to give 
the preferred stock investment strength. These are especially im¬ 
portant in the case of preferred stock that lacks ordinary voting 
rights. The more important are: (1) a repurchase or sinking fund 
provision that requires the steady reduction in the amount of 
preferred outstanding; (2) a provision requiring the approval by 
the preferred stockholders of the issuance of any funded debt or 
of additional preferred; (3) a provision restricting the payment 
of common dividends unless a certain working capital position is 
maintained. 

While the right to vote for the board of directors and thus par¬ 
ticipate in management is a fundamental right adhering to all 
stock, it is often withheld from preferred stock. No great harm is 
done so long as the company's earnings, dividends, and general 
financial strength are well maintained. The investor in preferred 
stock, although a part owner of the corporation, regards himself 
as an “outside” investor. However, if dividends are not paid, and 
if he has no voice in management, he is in an impotent position. 
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It is customary, therefore, to reserve for the preferred the right 
to vote under certain conditions, even if normal voting power is 
lacking. The preferred may be given one vote per share after a 
certain number of quarterly dividends (often four or six) have 
been omitted. Or the preferred as a class may receive the right 
to elect a certain number of directors, or, in some cases, to elect 
a majority or even all of the directors. Such contingent voting 
power of the preferred is a strong inducement to management to 
earn and pay the preferred dividends and avoid an accumulation. 
In addition, the preferred usually has the right to vote on certain 
questions that affect its status considerably, such as on the disso¬ 
lution of the company, the mortgaging or sale of its property, and 
merger with another concern. 

Classified common stock. In the 1920’s, a hybrid type of security 
was developed by the issuance of more than one type of “com¬ 
mon” stock, and today the balance sheets of many corporations 
show Class A” and "Class B” common, or “Class A common” and 
"Common.” In some cases, for example, in the great tobacco com¬ 
panies, the only difference between the two classes of common 
is that one is devoid of voting rights. Control of the corporation 
is thus concentrated in one issue. In recent years there has been 
a movement away from non-voting common. It may not be listed 
on the New York Stock Exchange and it is frowned upon by the 
Securities Exchange Commission insofar as gas and electric com¬ 
panies are concerned. 

Other issues of so-called classified common stock are, in fact, 
mere weak preferred stocks, with preference as to assets and 
dividends but without the other protective provisions ordinarily 
found in true preferred. The investor owes it to himself to discover 
the provisions of any classified common stock in which he may be 
interested. A description of such provisions is readily obtained in 
the investment manuals. 

Preferred stocks as investments. Preferred stock occupies an 
intermediate investment position, offering more income but less 
safety than bonds, and less income but more safety than common 
stocks. Admittedly a compromise security, it is designed to attract 
investors who desire what might be called a favorable rate of re¬ 
turn and who are willing to assume the attendant risk. Some pre¬ 
ferred stocks resemble bonds in their investment position but 
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many preferred issues might more properl)' he placed in the cate¬ 
gory of common stocks as far as investment quality is concerned. 

Some preferred stocks might appear to belong in the bond 
category because of their technical position. Certain companies, 
such as International Harvester, Eastman Kodak, General Motors, 
and American Smelting and Refining, have no bonds outstanding. 
Consequently, the preferred stocks of these companies have 
claims on earnings which are not subordinate to or lessened by 
bond interest payments. So long as this condition continues, these 
preferred stocks are the senior securities of the enterprise. Never¬ 
theless, they consistently sell at higher yields than high-grade 
bonds in recognition of their position as equities. 

Other preferred stocks belong in the bond category because 
of the prosperity of the issuing companies. Certain railroad com¬ 
panies, such as Union Pacific and Norfolk and Western, certain 
public utility companies, such as Cleveland Electric and Pacific 
Telephone, and certain industrial companies, such as National 
Biscuit and Corn Products, have established impressive records 
of earnings over long periods of years, thus placing their preferred 
stocks in a strong investment position. Included in this group are 
many rather small public utility operating companies which have 
unbroken dividend records on preferred stocks running back many 
years. 

A great many preferred stocks, especially those of utility hold¬ 
ing companies and of industrial companies, are, however, in the 
common stock category because of inadequate earnings protec¬ 
tion. In too many instances, investors have bought preferred 
stocks upon the apparent assumption that the payment of divi¬ 
dends was no less certain than the payment of interest on bonds. 
They have found that the preferred dividends may be passed and 
that in liquidation or in reorganization the preferred stockholders 
are in a weak bargaining position. 

There are some very high-grade preferred stocks, and too many 
of low-grade quality. The investor should realize that it is not 
the form of a security that gives it value and stability, but the 
earnings and assets that support it. Nevertheless, the fact that 
preferred stock lacks the legal claim of the bondholder and the 
profit and appreciation possibilities of a common stockholder 
(because of the customary fixed dividend rate, stated liquidating 
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value, and call feature) gives it a questionable investment status 
that is clearly revealed when hard times appear. Perhaps this ex¬ 
plains the fact that even the highest-grade preferred issues, pro- 
tected many times over by assets and earning power, always yield 
more than high-grade bonds of long maturity. 

Guaranteed stocks. Guaranteed stocks are those upon which 
dividend payments are guaranteed bv some company other than 
the issuer. Obviously, no company can guarantee dividends on its 
own stock. The guarantee usually arises out of a consolidation of 
properties under a lease. Such stocks, confined almost entirely to 
the railroad field, may be preferred or common. Guaranteed stocks 
partake more of the nature of bonds, since dividend payments are 
fixed, rather than contingent, charges. The amount of the guaran¬ 
teed dividend is either the regular rate stated on the preferred 
certificate or a contractual rate agreed upon in the case of com¬ 
mon stock. 

The investment position of guaranteed stock depends upon the 
nature of the guarantee, the value of the underlying property to 
the guaranteeing company, and the financial responsibility of the 
guaranteeing company, but most especially the latter. The ideal 
guaranteed stock would be one protected by an unqualified 
guarantee of a definite dividend rate under a long-term lease con¬ 
tract, covering property of strategic value to a prosperous guaran¬ 
teeing company. Such a security is to be found in the case of the 
common stock of the United New Jersey Railroad and Canal Com¬ 
pany which forms part of the main line between New York and 
Philadelphia of the guaranteeing Pennsylvania Railroad. The 
common stock of the New York and Harlem Railroad is highly 
rated, more because of its underlying value in providing terminal 
facilities to the New York Central Railroad than because of the 
credit position of the guaranteeing company. It is significant to 
observe that not even the receivership of the guaranteeing com¬ 
pany necessarily means a breach of the guarantee. During the 
receivership of the old Chicago and Alton Railroad, dividends on 
he guaranteed Joliet and Chicago common stock were paid regu¬ 
larly although no interest was being paid on the Chicago and 
, 0 . 1 , I)0 ' kIs ' A fur,l "' r favorable factor in connection with guaran¬ 
teed preferred stocks is that they are seldom redeemable. 

A notable example of a strong guaranteed stock is shown in the 
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case of Pittsburgh, Fort Wayne and Chicago Preferred, which 
not only is secured by valuable underlying property (being on the 
main line from Pittsburgh to Chicago) and by a large guaran¬ 
teeing company (the Pennsylvania) under a long lease, but also 
has first claim on the property because of the absence of prior 
indebtedness. 

Common stock. Common stock represents the basic ownership 
of the company. The claim of the common stockholders to income 
and assets is subordinate to all other claims, except in the rela¬ 
tively few instances where preferred stock is not preferred as to 
assets. Ordinary common stock always has voting rights. Common 
stocks are often called equities, since they usually represent only 
part of the total capitalization as contributed by the owners, in 
contrast to the remainder supplied by the creditors. In some in¬ 
stances, the common stock comprises the sole security issued by 
the company, as notably illustrated in the cases of Wrigley, Gen¬ 
eral Electric, and United Fruit. The common stocks of such com¬ 
panies enjoy a fundamentally sound position that is rarely met 
in equity investments. 

After a corporate reorganization, the shares of the new company 
are often placed in trust with a small group of trustees for from 
five to ten years. Voting trust certificates are issued to the stock¬ 
holders. These certificates have all of the characteristics of the 
common stock itself except voting rights. 

Income payments to stockholders are made in the form of 
dividends, which, as the term implies, represent a division of 
profits. Dividend payments are usually made quarterly and are 
payable in cash. 1 The payments may be made semiannually or 
annually, and are occasionally in some form other than cash. In 
some instances, dividends are declared in the form of short-term 
promissory notes, called scrip. In rare cases, certain of the cor¬ 
porate assets are distributed as property dividends. 

1 During recent years, the American Telephone and Telegraph Company has 
paid a cash dividend on the fifteenth of January. April, July, and October to all 
stockholders who were listed on the corporate books on the twentieth of the pre¬ 
ceding month. The interval between the "record date” and the "dividend date” is 
provided in order to allow the checks to be prepared for mailing. The magnitude 
of this task is indicated by the fact that more than 1.000,000 separate stockholders 
receive checks quarterly from this one company. A mailing schedule is prepared 
under which all stockholders throughout the country receive their checks at the 
same time, irrespective of place of residence. 
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Investors are often confused by dividends in the form of stock, 
since the distribution is in reality a matter of dividing the owner¬ 
ship into a large number of units, and, therefore, not a true dis¬ 
tribution of earnings. While this assumption is correct, the result 
would not be different if the disbursement were made in cash and 
the money reinvested in new stock offered by the company. Stock 
dividends are the external evidence of internal reinvestment of 
profits in the business. Stockholders who do not desire to increase 
their investment in the company should sell their stock dividends. 
In doing so, of course, they are parting with a portion of their 
equity in the company. 

Dividend policies, investors in common stocks should become 
acquainted with the dividend policy of any company in which 
they are interested. Corporations usually adopt a certain policy 
which characterizes their dividend distributions for long periods 
of time. These policies may be divided somewhat arbitrarily in 
the following fashion: 

Regular dividend irrespective of current earnings. This policy, 
as followed by the American Telephone and Telegraph Company 
tor many years, is regarded as the investment ideal. The only 
disadvantage is that the dividend rate may be maintained too 
long after earning power has declined, as illustrated in the classi¬ 
cal example of the New Haven Railroad in the early years of the 
present century. 1 

Regular dividend proportionate to current earnings. The policy 
, distributing substantially all earnings in dividends is followed 
by operating utility companies and by industrials not seeking to 
expand, as in the case of Cream of Wheat. 

Regular dividend at minimum rate. This policy permits com¬ 
panies to pay a small but dependable dividend at all times and to 
reinvest most of current earnings for expansion purposes. This 
policy ,s characteristic of Amerada Petroleum and many other 
companies m the petroleum industry, and forms the basis for oc¬ 
casional extra distributions, usually in the form of stock 

Regular dividend payable in stock. This policy enables com- 
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panies to make a distribution to stockholders which they may 
convert into cash if they desire, but which allows the retention of 
profits in the business. A current example is found in the case of 
Publicker Industries. 

Regular dividend payable partly in cash and partly in stock. 
This policy, which represents a combination of two methods, is 
used by a few companies. In such cases, the cash payments are 
made quarterly, but the stock payments are made either semi¬ 
annually or annually to avoid the effect of rapid compounding. 
An example of such a policy is found in International Business 
Machines. 

Experience has taught corporate stockholders two important 
considerations respecting dividends. The first is that common 
stockholders should not expect to receive all or even the major 
part of available earnings as dividends. The management is almost 
certain to retain part of the profits in the business, a policy that 
has been especially in evidence since World War II. 

The following schedule shows the earnings and dividends per 
share on the Dow-Jones average of 30 industrial stocks. ' While 
not representative of all corporations, the data indicate the recent 
tendency to retain more earnings than in earlier years. 



Earnings 

Dividends 

Dividends as % 
of Earnings 

1940 . 

.... $10.92 

$ 7.06 

64% 

1941. 

.... 11.64 

7.59 

65 

1942 . 

9.22 

6.40 

69 

1943 . 

9.74 

6.30 

65 

1944 . 

.... 10.07 

6.57 

65 

1945 . 

.... 10.56 

6.69 

63 

1946 . 

.... 13.63 

7.50 

55 

1947 . 

.... 18.80 

9.21 

49 

1948 . 

.... 23.07 

11.50 

50 

1949 . 

.... 23.54 

12.79 

54 

1950 . 

.... 30.43 

16.13 

53 


The chief reason for the conservative dividend policy followed 
by many companies in recent years has been the purpose of rais¬ 
ing funds for rehabilitation and expansion. In addition to short¬ 
term borrowing for working capital purposes, three major sources 
of long-term funds have been available: (1) long-term loans, as 
represented by bond issues and term loans; (2) the sale of stock; 


3 Source: Barron's Publishing Company, The Dow-Jones Averages. 
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and (3) the retention of earnings, as represented by depreciation 
reserves and by reinvested profits. The use of the second of these 
sources is often handicapped bv the low prices of common stocks 
in relation to earnings and assets. To sell stock at less than book 
value may result in a considerable dilution of the existing stock¬ 
holders' equity. To sell stock for a price that is a low multiple of 
earnings, say five, imposes the requirement that 20 per cent 
must be earned on the new investment to avoid diluting the 
earnings on the existing stock. Many corporations have therefore 
turned to retention of profits as a major source of funds, and their 
dividend payments hav e suffered as a result. Such a policv makes 
for a more conservative capital structure, but it mav have a cor¬ 
responding disadvantage in that the value of the retained earn¬ 
ings, as represented by a growing surplus account, may not be 
reflected in an equal growth in market price. In other words, the 
reinvestment of surplus earnings is not always preferable to their 
distribution in dividends from the point of view of the stock¬ 
holder. 


Another important consideration is that stockholders should 
not rely upon accumulated surplus reserves to carry dividends 
through poor years. Despite the almost universal belief that one 
oi the chief reasons for partial distribution of earnings is the crea¬ 
tion of a reserve for dividends in lean years, recent experience has 
clearly demonstrated the fallacy of reliance upon such considera¬ 
tion Numerous examples might Ire cited to evidence this state¬ 
ment. Even the existence of a special reserve for this purpose 
American Car and foundry) may not protect stockholders 
against dividend reductions in poor years. Corporate management 
ms clearly indicated a reluctance to pay dividends in excess of 
urrent earnings ov er any extended period in order that the cash 
position may not become impaired. 

Advantages of common stocks as investments. While it is 

usually dangerous to generalize about the investment qualify. 

gr0 “f ° f “ class, because of the wide 

« nee n o 1 * W " h , ,n °" e « rOU P’ observations 

concerning common stocks as investments may be hazarded. 

Of f 'elim Tr ° f "r ear 'y 1930 5 crea, cd a revulsion 

reveH o |T7 iTT' St0tkS tl,a * Caused m -‘"y investors to 
to the traditional viewpoint that only bonds should be 
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bought for investment. Recent years have seen this attitude chal¬ 
lenged by a growing interest in common stocks, not only on the 
part of individual investors, but by institutional investors as well. 
This is well illustrated by the change in the trust laws of New 
York State in 1950 permitting the purchase of stocks for trusts in 
those funds not restricted to the official legal list. Studies are 
available to show that, given proper selection and timing, the 
long-run record of a diversified list of high-grade common stocks 
may be better than that of bonds from the standpoint of income 
and capital value.* The period selected and the securities making 
up any such studies have, of course, greatly affected the results 
obtained. 

The increased popularity of common stocks is due in part to 
contributory developments in the bond market. In the first place, 
the rate of return which bonds afford has declined to such a low 
level as to discourage investors who prefer, under such condi¬ 
tions, to assume the higher risks in order to receive the larger 
income that stocks return. The following table shows the average 
annual yield of Standard and Poor’s Composite 90 stock index 
compared with same service’s index of high-grade bond yields 
and high-grade preferred stock yields. 



High-Grade 

Corporation 

High-Grade 

Preferred 

Composite 90 


Bonds 

Stocks 

Common Stocks 

1940 ... 

. 2.92* 

4.14* 

5.54* 

1941 ... 

. 2.84 

4.08 

6.68 

1942 ... 

. 2.85 

4.31 

7.20 

1943 ... 

. 2.80 

4.06 

4.97 

1944 ... 

. 2.78 

3.99 

4.89 

1945 ... 

. 2.61 

3.70 

4.26 

1946 ... 

. 2.51 

3.53 

3.98 

1947 ... 

. 2.58 

3.79 

5.00 

1948 ... 

. 2.80 

4.15 

5.53 

1949 ... 

. 2.64 

3.97 

6.64 

1950 ... 

. 2.59 

3.85 

6.58 


In the second place, many large companies have substantially 
reduced their bonded debt during recent years and have thereby 
created a distinct scarcity of high-grade bonds. In the third place, 
an important group of companies, such as General Electric and 


* The first of these was Edgar L. Smith, Common Stocks as Long-Term Invest¬ 
ments (New York: The Macmillan Co., 1924). See also C. C. Bosland, The Com¬ 
mon Stock Thccfu of Investment (New York: Ronald Press Co., 1937). 
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Standard Oil of California, have only common stock outstanding, 
thereby compelling prospective investors in those enterprises to 
buy common stocks if they desire to participate. 

The increased popularity of common stocks, however, is not 
due entirely to the changed status of bonds. There have been 
positive as well as negative advantages. The redemption in whole 
or in part of corporate indebtedness has reduced the burden of 
fixed interest charges and thereby enhanced the position of the 
stock. The rate of dividend return is not only more favorable than 
interest yields but also is often backed by ample margins of safety 
over sustained periods. The prospect of higher living costs arising 
out of higher prices due to inflationary influences makes stock 
ownership a possible ' hedge” against the decline in the purchasing 
power of money, a condition under which the bondholder is 


* Very potent also in the appeal of common 

stocks to the average investor is the potential profit which may 
come from appreciation in market value, especially in the so- 
called “growth stocks.” 

Disadvantages of common stocks. The prospective buyer can¬ 
not afford to overlook the distinct disadvantages involved in such 
commitments, although again it must be emphasized that the 
vast range in quality within the common stocks available for in¬ 
vestment makes such generalizations somewhat dangerous. 

krom a technical viewpoint, common stocks suffer the double 
handicap of being junior securities and of having only contingent 
claims upon earnings. Any argument which might be used to 
demonstrate the safety of common stocks must necessarily be an 
even stronger argument in favor of bonds, since bonds invariable 
have a prior claim on earnings. Furthermore, the stockholder faces 
the probability of a reduction in income and the possibility of a 
complete loss thereof in periods of economic stress, in contrast 
to the contractual right of the bondholder to In* paid irrespective 
of prevailing earnings. This is not to say, of course, that all com¬ 
mon stocks behave worse than all bonds in times of adversity. 

From an economic viewpoint, common stocks suffer the double 
handicap of being subject, in varying degree, to the vicissitudes 
ot the business cycle and to the adverse influences of industrial 
trends. In periods of prosperity, when earnings are good divi¬ 
dends are regular and the situation is favorable; but in periods of 
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depression, when earnings are poor, dividends may be irregular, 
and the situation of the stockholder is unenviable. Over longer 
periods, certain industries grow as others decline, making the 
selection of an industry as difficult as that of a particular corpora¬ 
tion. A policy of alertness and adaptability is essential to protect 
capital investments under these changing circumstances. 

From a political viewpoint, common stocks suffer the handicap 
of bearing the brunt of public regulation and increased and 
double taxation (on both the corporate net income and the divi¬ 
dends received by the investor). Even though the enterprise may 
not be under the restricting influence of a regulatory commission, 
as the railroad and utility companies are, the company may face 
increased costs in the form of heavy taxes and higher wage scales, 
which cannot all be passed on to buyers of their products and 
which reduce income available to stockholders without, inci¬ 
dentally, decreasing interest payment due to bondholders. 

k inally, and most important of all, the erratic and unpredictable 
action of the prices of common stocks that reflects the greater 
risk of equities both in individual situations and in the market 
as a whole makes the problem of valuation of these securities 
particularly difficult. Too much may be paid for even a good 
equity, and too little received for it when sold. 

Nevertheless, in spite of their weaknesses, common stocks have 
a place in the portfolios of many investors, provided: (1) the risk 
is lessened by adequate diversification of industries and com¬ 
panies; (2) all but the most skilled investors restrict their 
purchases to the stocks of large, prominent, and conservatively 
financed companies with a long record of continuous dividends; 
(3) the prices paid for the stocks are reasonable in relation to the 
average earning power of the companies selected; (4) the pur¬ 
chases (and sales when sales are called for) are timed properly; 
and (5) most important of all, provided the investor is in a posi¬ 
tion to take the risks that even a well-diversified, well-selected, 
well-timed portfolio of common stocks inevitably involves. Con¬ 
siderable attention will be given to these problems in other sec¬ 
tions of this book. 

The final comment may be made that the vast majority of in¬ 
vestors would do well to avoid attempting to “play the market” 
in short-term trades, and that a great many of them would do 



CHARACTERISTICS OF STOCKS 89 

well to avoid the direct purchase of common stocks for long-term 
holdings. Fortunately there are methods of indirect investment in 
common stocks that make it possible to capitalize to a certain 
extent on their real advantages and minimize, to some degree at 
least, their equally real disadvantages. These are discussed else¬ 
where in this volume. 
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INVESTMENT PRINCIPLES 


Scope. The purpose of Chapters 7 and 8 is to outline the general 
principles that govern the investment policies of individuals and 
institutions. Because of the wide variety of investment needs and 
situations, the treatment must be very general. The more specific 
application of the principles to institutional investment programs 
is found in Chapters 9 and 10, and to individuals in Chapter 11. 
The order of discussion in Chapter 7 is: (1) outline of steps in 
framing an investment program, (2) determination of investor 
goals and objectives, (3) investment requirements or considera¬ 
tions, (4) types of investment risk: faulty initial selection, de¬ 
terioration in quality, risk of cyclical change, risk of changing 
money rates, and risk of changing purchasing power. 

Steps in investment planning. The development of a family's or 
an institution's investment program involves six steps, which are, 
unfortunately, often approached in reverse order: (1) determi¬ 
nation of investment goals in the order of their priority; (2) 
recognition of the investment requirements that must be con¬ 
sidered if the goals or objectives are to be fulfilled; (3) appraisal 
of the various types of risks that threaten the meeting of these 
requirements; (4) allocation of the available funds to the general 
types of investment media in such a way as to meet the require¬ 
ments and avoid or minimize the risks; (5) selection and timing 
ot specific investments; (6) continuous management and super¬ 
vision. If this approach appears complicated, it is because in many 
situations the problem itself is complicated and requires intensive 
study and careful action. It is better to err on the side of careful 
analysis than to hazard the hard-earned savings of a family or the 
funds entrusted to a savings or investment institution that repre¬ 
sent the accumulations of thousands of individuals 

This and the succeeding chapter will deal with the first four of 
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these topics. The selection of specific investments comprises the 
subject matter of the latter part of this volume. 

Determination of investment objectives. The goals toward 
which investment is directed will color the whole program. No 
investment, however ‘safe” it may be with respect to income and 
principal, is a good” investment unless it fits the purposes of the 
investor and helps to achieve the goals that are appropriate for 
the investor. For example, a very wealthy individual whose whole 
estate consists of Treasury bonds would be making a “safe” in¬ 
vestment if he purchased additional short-term Treasury bonds 
with new funds. Such a policy might not be “good,” however, 
because this investor is in a position to take advantage of the tax- 
exempt features of municipal bonds, to take the risks attendant 
to the carrying of equities, and to direct at least a portion of his 
funds toward the goal of capital appreciation and preservation of 
purchasing power. The purchase of additional Treasury bonds 
would not be intelligent unless for some reason he needed a high 
degree of liquidity and was content with a relatively low rate of 
return. At the opposite extreme, the investor of limited means 
with dependents to provide for and whose funds are already 
wholly invested in common stocks might make a relatively safe 
investment (as stocks go) if he purchased additional shares of a 
strong, prosperous industrial corporation enjoying regular earn¬ 
ings and paying regular dividends; but such a policy would not 
be good because it might hazard his need for recovery of principal 
and for highly dependable income, and he would be incurring 
risks that he is in no position to take. 

Whether a certain investment is good or not depends, then, on 
the circumstances of the investor or investing institution, on the 
goals toward which savings or institutional funds should be ap¬ 
plied, in order of their relative importance, and on the risks that 
can be assumed. A discussion of the various goals of institutional 
investors is contained in Chapters 9 and 10, while the investment 
objectives of individuals are set forth in Chapter 11. 

Investment requirements or considerations. The factors that 
modify the investment requirements and policies to fit the indi¬ 
vidual needs and circumstances of a myriad of investors are too 
numerous to mention, although some will be indicated in the 
later chapters on investment of individuals and institutions. At 
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this stage in our discussion it is more feasible to consider the 
general requirements that have to be considered by the whole 
group, noting that the relative importance of these requirements 
differs according to the needs and purposes of the investor. The 
following list is not comprehensive and is not necessarily arranged 
in order of relative importance, although it is likely that the first 
factors mentioned are more important to most investors than are 
the last. 

1. Preservation and recovery of principal For the vast majority 
of investors the protection of the dollar value of investments is of 
prime importance. In the case of savings accounts, no risk of loss 
of principal is involved provided the savings institution remains 
solvent and financially liquid. In the case of securities, the prin¬ 
cipal may be recovered through resale only if the instrument is 
readily marketable and enjoys relative price stabilitv; securities 
with a fixed maturity provide recovery of principal at maturitv, 
except in case of default. Temporary recovery of at least part of 
the principal may be obtained through loans. 

Emergency funds require complete liquidity, but this is achieved 
only at the sacrifice of income. The same is true of the obligations 
of institutions to meet payments on demand or on very short 
notice. Funds accumulated by an individual as protection against 
the death of the income-producer require liquidity in event of 
death. In the absence of a substantial estate in fairly liquid form, 
such a goal can be achieved only through the medium of insur¬ 
ance. Funds accumulated for eventual home ownership must 
likewise be protected against shrinkage, assuming that this goal 
is important and that little risk can be taken in its fulfilment, and 
the media chosen must provide complete assurance of funds, de¬ 
pending on the timing of the purchase. Purchase of a home on 
a long-term amortized plan, of course, avoids the problem of 
accumulation of cash or investment in securities for this purpose. 

Investments made for purposes such as education of dependents 
• * possibly complete liquidity, de- 

pending „„ (lie time of tin- need for such funds. In most situations 
110 " lves ‘ ,,r wil1 'x' '"'willing t„ risk the dollars saved for such' 
an important objective if it is immediate. Funds to he accumulated 
lor tins purpose over a considerable period of time need not he 
immediately recoverable, and more risk can he taken with them 
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however, the .amount of such risk will depend on the relative 
significance of the objective compared with other goals. Funds 
devoted to produce supplemental income for the individual in¬ 
vestor before his retirement can be so invested by some families 
as to risk change in market value, provided the income produced 
is satisfactory. It is difficult to generalize concerning the relative 
importance of preservation of dollar value for this purpose, since 
the dependence on savings and income differs so greatly from case , 
to case. The same is true of investing for retirement. In some 
cases, where the funds are small and the need urgent, little or no 
risk can be assumed. Generally speaking, the smaller the fund, 
the safer it must be, in terms of dollars, even at the expense of 
income. 

The creation of an eventual estate (other than through insur¬ 
ance) is impelled by a wide variety of reasons. The estate may 
have to provide for dependents, or it may be planned as a gift to 
endowed or charitable institutions or for many other purposes. In 
many cases, however, immediate liquidity is not required and, 
provided previous goals have been satisfied, investments that are 
subject to considerable price fluctuation may be undertaken. 

The above very sketchy account of only a few of many different 
situations suggests that the need of preservation and recovery of 
principal depends on (I) the objectives of the investor and (2) 
the degree of risk that can be assumed. 

2. Assurance of income. For many investors this requirement 
has equal or even greater importance than recovery of principal. 
Except in the cases where total income is already very large in 
relation to need, or where income from sources other than invest¬ 
ments is very substantial, or where capital appreciation and tax 
considerations are important, the factor of assurance of income is 
likely to take a senior place in the priority of investment con¬ 
siderations. 

Whether or not the dollars of income from investments will be 
assured depends, of course, on the solvency and earning power of 
the user to whom the funds are committed and, in the case of 
corporate stocks, on the dividend policy of the management. 
Methods of determining these factors comprise much of the ma¬ 
terial of this book. But the calculation of the need of assured in¬ 
come is made prior to the selection of the investments that are 
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expected to produce it. The use of a few of the same general situa¬ 
tions that were discussed in connection with the factor of safety 
of principal will illustrate this point. Emergency funds that must 
be available on short notice can produce little or possibly no 
income, as in the case of bank deposits or savings bonds cashed 
well before maturity. In the case of loans based on the cash- 
surrender value of insurance, the income is likelv to be negative 
in that the rate charged on the loan will exceed the return pro¬ 
duced on the insurance company's reserves. Savings accumulated 
in various savings institutions and through the purchase of savings 
bonds produce such a low rate that complete assurance of in¬ 
come, preferably regularly compounded, is necessary to build up 
the fund or produce the rock-bottom returns that such funds are 
expected to provide. In the case of many investors, income at a 
minimum of risk is needed immediately and continuously; in 
other cases, such as for retirement purposes, it will be needed in 
the possibly remote future, but funds to produce it must be built 
up on the basis of a modest but certain rate of return. Generally 
speaking, the smaller the fund and the greater the importance of 
each dollar of income, the less the risk that can be assumed and 
the lower the rate of income that can be obtained with required 
safety. The small investor cannot hare liquidity, assurance of 
income, generous returns, and protection against rising prices 
through the same investments. If assurance of income is para¬ 
mount, other features must be sacrificed. The same is true for 
most institutional investors. In other situations, however, regu¬ 
larity and certainty of income may be much less important than 
capital preservation and appreciation, tax savings, or protection 

The preceding discussion assumes that by ''income" is meant 
regularly received income in the form of interest or dividends. 

It is also possible to include in the concept of income the capital 
appreciation that may be derived from the increase in market 
vahie of equities. Some rapidly growing corporations distribute 
only a very modest proportion of their earnings in dividends, and 

e bulk of such earnings can be obtained only by resale, if the 
price reflects such reinvestment. Such a concept of income is 

profitable e ^ ,tlma * c P rov ‘ ded ««"* of appreciation is the 
profitable reinvestment of earnings and not merely a temporary 
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rise in market values due to temporary changes in the outlook for 
the corporation or a cyclical rise in the price of its stock or in the 
market as a whole. To rely on the latter types of appreciation, 
while important and appropriate for some investors, is to tread 
the narrow line between investment and speculation and prob¬ 
ably to step over it. Much impetus to the choice of capital gains 
as against income in the traditional sense has been given by the 
special limits to taxes on such gains. Such a transfer of emphasis 
from present income to future income and hence to future appre¬ 
ciation is appropriate only for investors who do not need assured 
current income and who can afford the risks that buying and 
holding for appreciation involve. The important thing is that the 
risks be recognized and that the selection and timing of the pur¬ 
chases and sales be made intelligently and at prices that do not 
over-value present assets and income and future prospects. 

3. Freedom from management. There are many investors whose 
commitments must be as care-free as possible, either in the sense 
that safety of principal and stable income are assured or in the 
sense that only a limited degree of management can be assumed. 
Or the same investor may need freedom from management for 
part of his fund and be willing to undertake the tasks of selection, 
timing, and supervision of the balance of the fund. 

Freedom from care through safety can be obtained by making 
investments that are subject to little or no shrinkage in dollar 
value and income, but such freedom, while important for some 
investors, is obtained only at the sacrifice of income. The holder 
of an insured deposit in a strong bank has freedom from care- 
and from one to two per cent interest. The holder of a Series E 
Savings bond has freedom from care—and 2.9 per cent return if 
the bond is held to maturity. To obtain assurance of a steady small 
income or to obtain a higher income and still enjoy release from 
responsibilities of investment management requires the transfer 
of such responsibilities to others—either investing institutions 
which operate a portfolio of investments, or investment counsels. 

The importance of freedom from care depends on the size of 
the fund, the need of assurance of income and recovery of prin¬ 
cipal, and the degree of attention and skill that the investor is 
able to devote to his own investment affairs. All investments in 
savings institutions, including deposits, insurance, and annuities, 
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involve delegation of investment authority to others. Investments 
in very high-grade securities may be made directly with a mini¬ 
mum of effort and supervision. Investments of all other types re¬ 
quire either delegation of responsibility to others or the ability 
on the part of the investor himself to select, appraise, time, and 
supervise the funds. It is impossible to generalize on the degree 
to which this may be done in a skillful fashion. It is suggested 
that in nearly all cases the investment of funds for emergencies, 
for home ownership, for essential goals such as education, and, 
in many cases, for retirement should be as care-free as possible, in 
both the senses in which we use the term. 

4. Satisfactory denomination and diversification. To a consid¬ 
erable extent the attainment of the requirements just discussed is 
very materially aided by the selection of satisfactory denomina¬ 
tions and by genuine diversification. Diversification-industrial, 
geographical, and by types of investments-is simply a device for 
thinning the risk that is involved in the concentration in all but 
the highest-grade investments. It is also a means of increasing the 
average return from a fund that might otherwise, for the sake of 
safety, be confined to low-yielding securities. 

The importance of diversification, and the ability to obtain it 
vanes among different investors. The very small fund placed in 
government obligations for safety does not obtain but does not 
need diversification. In the larger fund, and especially the enor¬ 
mous portfolios of institutions, the opportunity is presented to 
achieve a higher return through the inclusion of investments of 
ess than highest quality, and the risk in such a procedure can be 
lessened by spreading the fund over a variety of situations. 

Depending on the size of the fund, real estate, real estate mort¬ 
gages and $o00 and $ 1,000 bond denominations have a disadvan¬ 
tage from the point of view of denomination and diversification 
So do common stocks, where the fund is not large but where such 
stocks are appropriate. However, by the use of investing institu¬ 
tions, and the investment company and fire insurance company 
insofar as stocks arc concerned, a means is provided by which 
diversification may be obtained with a small investment. The 
investing policies of these institutions is discussed elsewhere. 

5. fax considerations. Tax considerations do not infiuence the 
investment policy of the investor in the low tax brackets. But the 
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higher the investor’s income, the more such matters will determine 
the character of his investment commitments. Indeed, for very 
wealthy investors, it may be the dominating influence. The sub¬ 
ject of taxation of investments is treated in detail elsewhere in 
this book (Chapter 18) and in various other chapters where such 
material is pertinent. At this point it is only necessary to suggest 
that the prospects for continued high personal and corporate taxes 
and for substantial estate and inheritance taxes will continue to 
have a major influence on many portfolios. Two devices for mini¬ 
mizing taxes—the purchase of tax-exempt state and municipal 
bonds and the use of the special capital gain provision-are espe¬ 
cially significant. 

6. Protection against inflation. Inflation has followed the five 
great wars in which the United States has been involved and is 
again a dominating and disconcerting feature of our economy. 
The actual decline in the value of the dollar that has taken place 
to date and the prospects for a continuation of that decline mean 
that to a greater degree than ever before investment policy will 
be influenced by attempts to offset rising prices and declining 
real income. The means by which such attempts may or may not 
be feasible and successful are given full treatment at various 
points in this volume. At this point it is necessary to suggest three 
problems in connection with the matter of hedging against infla¬ 
tion, each of which will be further developed elsewhere: (1) cash 
and high-grade fixed-income obligations provide no protection 
at all; (2) the small investor, in making his choice between the 
safety of dollars of principal and income and the preservation of 
the purchasing power of those dollars, must select the first alterna¬ 
tive, for he cannot afford the risk that the purchase of equities 
(with the possible exception of home and business properties) 
inevitably involves. One of the tragedies of life is that the investor 
who most needs protection against rising prices can least afford 
it; (3) common stocks offer an inflation hedge only in varying 
degrees, depending on the timing of purchase and sale and the 
selection of the particular securities. 

The need for a hedge varies among different types of investors; 
so does the ability to obtain it. And the degree to which the value 
and income of a particular investment are themselves affected by 
changing prices is a matter of very serious importance. As has 
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been indicated, the investment plans of some investors, especially 
those of institutions with fixed dollar obligations, can ignore infla¬ 
tion; some investors are affected by inflation but can do little or 
nothing about it; some types of investors today make the problem 
of offsetting the decline in the value of the dollar the dominating 
influence in their investment planning. This latter point of view 
is based on the assumption of continued inflation, which may or 
may not prove to be correct. If the assumption proves to be valid, 
it is likely to hold only for the long run. 

7. Legality. The final requirement that must be considered, at 
least by institutional investors, is the matter of legality. Insti¬ 
tutional investors, especially those in a fiduciary position, must 
arrange their programs within the framework of the legal restric¬ 
tions laid down by the state. These restrictions change through 
the years, as is indicated elsewhere in the discussion. They apply 
with special strictness in some situations, for example in the invest¬ 
ment of savings bank funds, and allow very considerable latitude 
in others, as in the case of fire insurance companies and invest¬ 
ment companies. But in all cases, the question of what the insti¬ 
tution would prefer to do is dominated bv the legal controls over 
what it is permitted to do. 


The matter of legality is important to individuals as well as to 
institutions. In the first place, any indirect investment through 
the medium of a savings or investment institution is ipso facto 
affected by the legal requirements bearing on that institution. 

hus, the holder of a life insurance policy of a company whose 
state does not permit the company to purchase common stocks 
IiikIs the "guaranteed" rate at which his reserve is accumulated 
lower (and so the net premium higher) than it might he if such 
investments were permitted. In the second place, the investor in 
certain securities, notably those issued by states and municipali¬ 
ties, must not only investigate the matters of willingness and 

? P av hu * mat 1,0 sa *i'fied that the security conforms to 
"'e legal requirements within which the borrowing government 
may issue its obligations. h 

The preceding discussion suggests that, to meet a variety of 
vestinen, objectives, a number of factors must be considered 
But numerous threats to the meeting of these requirements exist 
“ the form of risks that the investor should avoid or minimize. 
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Types of investment risk. In determining his goals and objec¬ 
tives, and in considering the general requirements that must be 
met if these goals are to be achieved, the investor must be aware 
of the risks that he can assume. Whatever he does, some kind of 
risk will be present. The central problem of investment is the 
weighing of the risks that are involved in meeting objectives and 
the determination of the return which the investor can obtain in 
the light of these risks. Too often investors ask themselves, “What 
return would I like? and then frame their investment program 
in an attempt to obtain such a return. The more proper approach 
would be, “What are my goals and objectives, what requirements 
must be considered in order to achieve these goals, and what 
return can I expect to get or afford to get if these objectives and 
requirements are fulfiled?" One of the great temptations of in¬ 
vestment is to incur substantially greater risk, say, through the 
purchase of second-grade securities, in order to obtain an in¬ 
creased return that often does not compensate for the increase in 
risk involved. For example, at the time of writing the spread be¬ 
tween the yield on a very high-grade bond and a medium-grade 
bond is only 11 to & per cent. It is questionable whether in many 
cases the difference is substantial enough to warrant a switch on 
the part of those investors to whom safety of capital and assurance 
of income are of primary importance. The spread between the 
yield on high-grade bonds and common stocks is even more allur¬ 
ing. Why should the investor be content with 2J* to 3 per cent 
on his savings when he can get 6 to 8 per cent? The answer is 
that some investors can afford the risks and benefit by the more 
generous returns and possible appreciation from common stock 
and some cannot. 

1. Selection of highly speculative securities. Investment risks 
include those that threaten the principal and income of the fund 
and those that threaten its purchasing power. The first one often 
encountered by investors is the improper selection of highly 
speculative securities to begin with. The argument against such 
securities is not that they present hazards. Some investors can 
assume great risks in the hope of obtaining a return or an appre¬ 
ciation that will compensate for the risks involved. The chief ob¬ 
jection is that the information provided and the appeals made 
may not only be misleading but may play on the avarice of the 
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investor and tempt him beyond the boundaries of sensible risk¬ 
taking. Fortunately the application of the Federal securities legis¬ 
lation of 1933 and 1934 and the stricter enforcement of state 
securities legislation have weeded out a number of highly ques¬ 
tionable promotions and offers of securities that could not stand 
the light of day. Nevertheless, within the borders of states that do 
not require accurate disclosure of facts, the earmarks of a poor 
security are still noticeable. The more prevalent practices in this 
regard may be grouped as follows: 

1. With respect to safety: 

(a) The promise of absolute safety. 

(b) The irresponsible guarantee. 

2. With respect to income and price profits: 

(a) The promise of large yields and big profits. 

(b) Maintenance of an artificial market and market price. 

(c) The promise of an advance in price. 

(d) The advice to "get in on the ground floor.” 

(e) The inference of "inside information.” 

(f) The use of comparative figures of other enterprises. 

3. With respect to purpose: 

(a) Spectacular small-scale oil promotions. 

(b) The special appeal of mining operations. 

(c) The appeal of new and popular industries. 

4. With respect to method: 

(a) The telephone canvass. 

(b) The limited offer to "selected persons.” 

(c) High-pressure selling. 

(d) The use ol opinions rather than facts. 

(e) The use of prominent names. 

Very few of the securities of companies in the development 
stage deserve investment consideration. Only those persons who 
are able and willing to assume large risk of loss should place their 
funds in such enterprises. Admittedly, the rewards obtainable 
from an early commitment in a successful undertaking greatly 
exceed those that come to investors who wait until earning power 
has been clearly demonstrated. The financing of new enterprises 
is a worthy and necessary function for people who are in a position 
to assume risk, but scarcely the duty of investors who primarily 
seek safety. 1 

2. Deterioration of oncc-sound securities. The problem which 
the investor faces in the selection of particular industries involves 
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the avoidance of “over-age” as well as “under-age” companies. 
The fact that industries have life cycles through sequential stages 
of experimentation, development, saturation, and decline is not 
fully appreciated by investors. The biological analogy has been 
admirably stated by an outstanding financial economist in the 
following quotation: 1 

Industries and corporations have their birth and youth. They suffer 
from the crudities and struggles incident to rapid growth and economic 
adjustment. Capital is difficult to obtain from the outside, but what is 
invested in a youthful industry or youthful corporation-through con¬ 
fidence in the future rather than results of the past-yields large returns. 
But such an investment to be more than a mere gamble must be made 
with a broad knowledge of the risks involved and a prophetic knowl¬ 
edge of economic values. Such investments are never recommended by 
the trustee-lawyer or the country banker. Following the period of youth, 
industries and corporations have their stage or epoch of maturity. They 
become acknowledged. They compete on a reasonable basis with other 
established industries and established corporations for banking credit 
and investment funds. Consequently the returns on capital invested in 
such industries or such corporations yield a fair rate of interest with a 
reasonable, though not excessive compensation for risk. Were it pos¬ 
sible to forecast the length of time, which varies greatly, that an 
industry or corporation will remain in this maturity stage, investment 
of capital here would be sound and relatively permanent, neither in¬ 
creasing nor decreasing so long as the industry or corporation remained 
in this balanced condition. And then finally there is the old-age stage. 
The industry, and particularly the corporation, lives on, buoyed up tor 
a considerable time by its past accomplishments. If we are considering 
a corporation in the old-age stage, it will show large capital assets, 

Iru ge bookkeeping surplus, but relatively low current earnings. Never¬ 
theless, its stock will be eagerly bought by the lawyer-trustee because 
of its long dividend record. Those who by training and cast of mind 
are wont to forecast the future entirely by the weight of accumulated 
precedent will regard the old-age industry or corporation, even on the 
brink of final dissolution, as thoroughly sound, eminently “conserva- 
tive.” At the final break of the New Haven bubble, its stock was held 
by upwards of 7,000 trustees, a large proportion of them lawyers, ex¬ 
tremely conservative in their investment ideas. 

3. Risk of cyclical changes. The cyclical ebb and flow of busi¬ 
ness affects investments in two ways. (1) Corporate earnings and 
financial strength rise and fall in varying degrees with general 


1 From article by Arthur S. Dewing, in Harvard Business Review, July, 1923. 
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business conditions, some industries and companies being heavily 
affected (the “prince-or-pauper” group), some only mildly so, 
and a few seeming to escape the cycle altogether; ability to meet 
interest and dividend payments is thus directly tied to cyclical 
experience. (2) Security prices rise and fall in varying degrees 
in anticipation or in reflection of the cyclical changes in earnings, 
with equities tending to magnify the fluctuations because of their 
relatively inferior position. Irrespective of the quality of anv 
security, there are times when its purchase would be inadvisable 
and other times when it might be most advantageous. The pur¬ 
chase of common stocks at a time of great business prosperity is 
dangerous, even though the particular issues may have excellent 
records. On the other hand, the purchase of high-grade bonds 
during a period of extreme business depression is not altogether 
sagacious, despite the natural desire for safety at such a time. The 
fact that large investors, such as the life insurance companies, are 
continuous buyers of securities, regardless of current conditions, 
should not unduly influence the private investor. Life insurance 
companies must keep their funds invested at all times and would 
quickly have an embarrassing accumulation of capital if they were 
to stop purchasing ov er a prolonged period. Moreover, this policv 
enables them automatically to average their costs over good and 
bad times. 

Ideally, to relate investment policy to the business cycle, the 
investor is called upon to make four tvpes of forecasts: (1) of 
business conditions as a whole; (2) of security price movements 
m K ( nera, » both of stocks and of bonds; (3) of the movement of 
earnings for a particular industry and the probable price action 
° sccuritics in that industry; and (4) of the movement of earn¬ 
ings and security prices for a particular company. The degree to 
which such forecasts are feasible for the bulk of investors is now 
discussed. 

The trend of business conditions traces an irregular line now 
advancing, now receding. At times, the advances become so pro¬ 
nounced that they are apparent to everyone in the form of greater 
activ.ty and increased earnings. At other times, the recessions 
liecome equally pronounced and are apparent in the form of un¬ 
employment and decreased earnings. As there is a natural tend¬ 
ency lor periods of prosperity to be followed by periods of 
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depression, and vice versa, the successive stages are popularly 
termed cyclical movements or stages in the business cycle. How¬ 
ever, such fluctuations in business activity rarely follow a curve 
of regular ascent and descent. The absence of uniformity in the 
extent and duration of business movements makes economic fore¬ 
casting a most difficult problem. 

The suggestion is here made that the great bulk of investors 
should not attempt the difficult if not impossible task of forecast¬ 
ing the general business cycle. About the most they can hope to 
accomplish is to recognize the current phase, whether it be de¬ 
pression, recovery, boom, or panic, and govern themselves accord- 
ingly.* The avowed aim of the Federal Government to maintain 
full employment and to take many courses of action to prevent 
excesses either of inflationary booms or deflationary recessions 
may appear to make the obligation to forecast much less necessary 
than was once the case. Actually, the potential for such excesses 
still remains. The war economy in which the United States has 
lived for some years and will continue to live will go far toward 
preventing the early recurrence of a drastic depression such as 
occurred in 1929-1933. A post-armament ‘recession,” however, 
remains a strong possibility. 

If security prices followed the same cyclical pattern that is 
apparent for business as a whole, the investors problem would 
be greatly simplified. He would determine to his own satisfaction 
the phase in which business in general appears to be operating, 
and act courageously and somewhat contrary to his natural in¬ 
clinations. He would buy securities in periods of depression and 

2 An interesting device for recognizing the current phase of the cycle and of 
predicting the next phase is presented in a recent study by the National Bureau of 
Economic Research. An indicator is suggested composed of 15 selected economic 
series, each of which has been adjusted for the seasonal factor and has been 
smoothed and weighted with the number of months it has been going either up or 
down. The result gives the number of months that the average of the group has 
been moving up or down. The study of this indicator as it would have applied 
over a 30-ycar period reveals that whenever the indicator has shown a three-months 
decline, a recession has always developed, no matter how good business may have 
looked at the time. Thus, when the Federal Reserve Board index of industrial 
production stood at 192 in December, 1948, the trend indicator showed an 
average drop of 3!i months in the series. By July, 1949, the business index had 
declined to 161. G. H. Moore, Statistical Indicators of Cyclical Revivals and Reces¬ 
sions. (New York: National Bureau of Economic Research, Inc.. Occasional Paper 
No. 31, 1950.) It will be interesting to watch the testing of this approach in the 
1950s. 
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sell them when he felt that the boom period was nearly at an end. 
Such a general policy would be based on the assumption that the 
investor has the capacity of intelligently interpreting the trend of 
business activity; it further assumes that the investor must have 
the patience to await the opportune time to buy, as well as to sell. 
Such qualities could not be expected of many investors. 

Regardless of his ability or willingness to interpret business 
trends and to act somewhat unnaturally from a psychological 
aspect, such an approach would be faulty for three reasons. The 
first is that stock prices and earnings in general do not always 
move in the same direction, as a study of the period 1938-1950 
reveals. The second is that different industries have different 
cycles. The amplitude of the variations in their profits (and of the 
prices of their stocks) is considerable. In fact, some industries are 
depressed in times of general prosperity (for example, bituminous 
coal and textiles in the late 1920’s). Others prosper in times of 
depression, either because they benefit from lower costs of opera¬ 
tion and a relatively fixed demand for their products (as in gold 
mining) or because their secular growth more than offsets a 
temporary cyclical influence. 

The third and more important reason is that the movements of 
common stocks and low-grade bonds and of preferred stocks and 
high-grade obligations do not coincide cyclically. In a period 
when business is recovering from an inactive stage, prices of both 
bonds and stocks advance, the increased earning power of busi¬ 
ness enhancing the safety position of bonds and improving the 
dividend prospects for stocks. In a period of business activity, 
bond prices decline somewhat, owing in part to the effect of 
higher interest rates and in part to the increased popularity of 
stocks; during this same period, stock prices continue to advance 
practically to the peak of the boom, reflecting continued increases 
in corporate earnings. In a period when business is declining, 
prices of stocks fall more rapidly than prices of bonds, owing 
chiefly to the realization that earning power was too liberally 
estimated in prosperous times. In a period of business depression, 
prices of bonds strengthen, because of the safety factor, whereas 
prices of stocks reach low levels. It might be observed that 
bond prices tend to move ahead of stock prices, rather than con 
veiscly. I„ periods of prosperity, stock prices are high and bond 
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prices are low; 3 in periods of depression, bond prices are strong 
and stock prices weak. 

It is suggested that insofar as high-grade bonds are concerned, 
as long as they remain high-grade, the investor can safely ignore 
those cyclical price changes that arise (as we shall see later) 
mainly from changes in interest rates and not from changes in 
the issuers’ earnings or financial condition. It is further suggested 
that, since the investor’s main interest lies in acquiring and hold¬ 
ing suitable securities at suitable prices (in contrast to the specu¬ 
lator’s main interest in profiting from price fluctuations), he ignore 
price declines in stocks unless they are very substantial indeed or 
reflect a deterioration in inherent quality apart from general 
market changes. Insofar as price rises are concerned, he should 
sell stocks if he is convinced that they are overvalued in terms of 
long-run prospects, and not merely because he believes the peak 
of a stock market boom is approaching. The reason for such a posi¬ 
tion is that, if the investor attempts the hazardous task of selection 
and sale of stocks (and low-grade bonds) on the basis of his judg¬ 
ment concerning the phase of the security-price cycle, not only 
is he likely to be wrong a good deal of the time, but he is in 
danger of stepping over the line from the point of view of an 
investor to that of a speculator. If he concentrates on values rather 
than on mere price movements as such, he is likely to keep his 
money more fully employed and produce a better long-run result. 
That is to say, if he purchases a stock because it is undervalued in 
terms of its own merits and not because the general market is low, 
or sells it because it is overvalued and not merely because lie feels 
the general market is high, in the long run he is likely to benefit 
more from price fluctuations than if he attempted to set himself 
up as smarter than the trading public, insofar as the forecast of 
the market as a whole is concerned. He does not ignore market 
price fluctuations—he uses them as a basis of judgment concerning 
the value of his securities and not as the basis of a speculative 
game. 

As was indicated previously, industries, and the prices of their 


3 The movement of high-grade bond prices in the prosperity period of the late 
1940's and early 1950's does not conform to this pattern, largely because of the 
great institutional demand for bonds and the special support of government bond 
prices (and hence of prices of all high-grade bonds). 
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stocks, do not act alike insofar as cyclical variations are concerned. 

w 

One of the disadvantages of using the earnings or price record of 
any average or group of securities, especially of stocks, as indica¬ 
tive of the general trend is that within the group certain industries 
go counter to the group. Thus, in the mild downturn in 1949, the 
profits of 1,006 manufacturing corporations fell 10 per cent as 
compared with 1948.* To choose a few examples, earnings in the 
auto and truck group, however, rose 31 per cent, glass products 
28 per cent, and agricultural implements 22 per cent. But steel 
earnings declined 1 per cent, petroleum products 26 per cent, 
household appliances 47 per cent, and cotton goods 60 per cent. 
Although the prospects for a particular industry are easier to 
determine than those for the economy as a whole, industrial se¬ 
lection can never he made on a haphazard basis. 

So-called "growth” industries offer a special appeal over the 
long run. But even these have to he selected carefully, and much 
patience may he required over a considerable period, as the dis¬ 
appointing early results in the air transport group hear witness. 
Companies with aggressive management, that follow a program 
of research to develop new products and markets and enjoy 
strong finances and an increasing return on invested capital, fit 
best into the growth pattern. To qualify as sound-growth situa¬ 
tions, the rate of earnings should reach a new high with each 
cyclical peak and should grow at a rate faster than that of the 
cost of living, if the real advantages of growth are to he enjoyed 
by the stockholders. One difficulty with "growth stocks” is that 
the investor may he required to pay too high a price for the 
growth factor. 


The prospects for an individual company, like those for an 
industry, can best he determined by analytical methods. The 
investor can take advantage of the cyclical swings in the general 
market by purchasing securities, notably equities, when they 
appear undervalued, except when the whole general market is in 
an extreme range and even the most promising situations are 
vulnerable to a general collapse in market price. And he can use 
the market appraisal for determining the points at which to sell 
securities when they are overvalued market-wise. And it is im- 


' National City Bank of New York. Monthly Utter, March, 1950. 
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portant to realize that companies in general or even all companies 
in a given industry do not act alike with respect to prospects and 
price. In 1949, as indicated previously, the earnings of the motors 
group went against the general trend in industrial earnings by 
showing a substantial increase. Those of General Motors Corpora¬ 
tion rose 49 per cent over 1948 and contributed very substantially 
to the showing of the group. But during the same year the earn¬ 
ings of White Motor Company declined 72 per cent. As for stocks 
in general, it is interesting to note that in the generally good stock 
market year of 1949, over 300 issues-20 per cent of those listed 
on the New York Stock Exchange—were lower in December than 
in January. In April, 1950, the Dow-Jones average of 30 industrial 
stocks reached 212—its 1946 high. But 15 of the 30 stocks were 
10 per cent or more below their 1946 highs! In 1950, this average 
rose 17.6 per cent, but 218 of the 1,039 common stocks listed on 
the New York Stock Exchange declined. 

4. Risk of changing money rates. The prices of securities rise 
and fall owing to changes in interest rates as well as because of 
changes in quality as measured by earnings and assets protection. 
The prices of the most riskless of marketable long-term issues, 
namely, Treasury bonds, are affected solely by the former factor, 
aside from the influence of Federal support. They have sold to 
yield as high as 6.6 per cent (1920) and as low as 2.12 per cent 
(1946). Yields on other bonds reflect changing interest rates and 
changing quality. 

Interest rates on loans vary according to the condition of the 
money market, the position of the borrower, and the duration of 
the loan. Interest rates on commercial loans for less than one year 
tend to vary with the business cycle, whereas interest rates on 
investment loans for upward of 20 years are affected more by 
long-term influences. Although the short-term commercial and 
the long-term investment interest rates are dependent upon the 
supply of loanable funds available in the market, and thus tend 
to move together, the investment rate is relatively more stable 
than the commercial rate which fluctuates over a wider area with 
changes in the business cycle. A notable example of this tendency 
was illustrated in 1929, when the interest rate on call loans—the 
shortest of all commercial loans—was over 10 per cent and the 
comparable rate on investment loans was around 4 per cent. A 
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decade later in 1939, the interest rate on call loans was 1 per cent 
and the rate on long-term high-grade corporate bonds was around 
3 per cent. In 1950 the comparable rates were 1.6 per cent and 
2.65 per cent. 

Interest rates on long-term investments follow secular trends 
which are separate from cyclical influences. The first 50 years of 
the present century provide an illustration. The prevailing rate 
of return on high-grade long-term bonds in 1900 was around 3 per 
cent with no indication of higher rates for years ahead.' A decade 
later, the comparable yield had risen to 3.75 per cent. In 1920 it 
had advanced to 5.25 per cent, which marked the culmination 
of the long advance. By 1930, the average rate had fallen to 4.30 
per cent and in 1940 it had declined further to 2.60 per cent, or 
below the rate which had prevailed in 1900. Rates fluctuated 
mildly in the 1940’s, and in 1950 they were only slightly different 
from those of 1940. They rose somewhat in early 1951 as a result 
of changed Federal Reserve policy with respect to the support 
of government bond prices. The yield on high-grade corporates 
was 3.0 per cent at the close of the year. 

Experience has demonstrated the futility of attempting to pre¬ 
dict the turning points in long-term interest rates. If economic 
history is to prove a reliable criterion, however, a reasonably sound 
statement appears to be that such interest rates should not long 
continue above 5 per cent or under 3 per cent. However, in the 
early 1950’s the pressure for investments on the part of institu¬ 
tional investors, together with the Treasury insistence on low 
rates to finance the growing Federal debt, offers the prospect of 
continued low bond yields and continued high prices on high- 
grade bonds. While the prices of long-term government bonds 
were ’ unpegged” in March, 1951, Federal support to the bond 
market would undoubtedly be reinstated if a marked rise in inter¬ 
est rates were to take place. 

Investors who purchase bonds near the end of a long decline in 
interest rates face an added hazard in prospective depreciation 
in market value of the bonds if interest rates should, for some 


“ A large life insurance company in New York asked 50 of the leading financiers 

o,» v C COU i! try m T ‘ , "g ,,er l ,nl « rtt ««c Hkely to develop ovt-r the next 
20 years Every reply was to the effect that rates would remain the same or eo 
lower. Not one reply predieted higher rates! ® 
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reason, rise. At times when interest rates are abnormally low, the 
purchase of relatively short-term bonds is more advisable than 
the purchase of long-term issues. The closer the maturity date of 
a bond is, the greater is its price stability. A 314 per cent bond due 
in ten years is worth 1083* in a 214 per cent market and is worth 100 
in a 3% per cent market; a rise in interest rates from 212 to 
334 per cent would cause a decline of 8 per cent in market value. 
A 334 per cent bond, however, due in twenty years is worth 1153a 
in a 2'A per cent market and is worth 100 in a 312 per cent market; 
a rise in interest rates from 214 to 314 per cent would cause a de¬ 
cline of 13 per cent in market value. A similar 314 per cent bond 
due in forty years is worth 125J in a 214 per cent market and is 
worth 100 in a 314 per cent market; a rise in interest rates from 214 
to 314 per cent would cause a decline of 20 per cent in market 
value. 

The natural desire on the part of investors to buy short-term 
bonds in periods of low interest rates so increases the demand for 
these issues as to result in higher market prices. In 1930, when 
interest rates were fairly close to normal, the rates of return 
obtainable from short-, medium-, and long-term bonds were about 
the same. In 1950, however, with interest rates abnormally low, a 
wide variation existed, as illustrated in prevailing yields on high- 
grade corporate bonds of 14 to 1 per cent on two-year bonds, 114 
per cent on five-year bonds, 13* per cent on ten-year bonds, 214 
per cent on twenty-year bonds, and 2% per cent on thirty-year 
bonds. In 1920, when interest rates were abnormally high, the 
comparable rates were in striking contrast, as shown in prevailing 
yields of 914 per cent on two-year bonds, 714 per cent on five-year 
bonds, 6 per cent on ten-year bonds, 514 per cent on twenty-year 
bonds, and 514 per cent on thirty-year bonds. 

The desire on the part of investors to obtain a favorable rate of 
return from their investments frequently results in the assumption 
of risk beyond a reasonable limit. The highest-grade issues afford 
the lowest yields because they are exceptionally well secured and 
have the greatest price stability. The lower-grade issues afford 
higher yields because they are less secure and are more subject to 
fluctuations in market value. In the drastic decline of the bond 
market between 1930 and 1932, a representative group of bonds 
declined about 30 per cent in total market value. The first-grade 
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bonds declined only 10 per cent; the second-grade bonds declined 
about 25 per cent; the third-grade bonds declined about 40 per 
cent; and the lowest-grade bonds declined about 50 per cent. In 
view of the fact that the purchase of the lower-grade bonds in 
1930 would have afForded rates of return only about 1 per cent 
higher than the higher-grade issues, the additional compensation 
was not commensurate with the greater hazard involved. The 
same was true in 1950, when the yield on Moody’s Aaa corporate 
bonds was 2.6 per cent and on Baa bonds 3.25 per cent. 

There is little question that second-grade bonds should be 
bought only by persons who can afford to assume a high degree 
of risk. It is an axiom of the investment business that the higher- 
grade the securities the smaller will be the potential market de¬ 
preciation. \\ bile it is true that high-grade bonds sometimes prove 
to be poor investments, seldom indeed do low-grade bonds prove 
to be good investments. On the whole, securities tend to lose 


quality over periods of time, thus emphasizing the great desira¬ 
bility of buying the better-grade issues. 

Changes in money rates also affect the prices of preferred and 
common stocks. '1 he very highest-gradc preferred stocks act more 
like bonds, with price reflecting mainly changes in interest rates. 
Lower-grade preferreds act more like common stocks. The rate at 
which the market capitalizes the earnings on a common stock 
may be said to include the basic interest rate plus an additional 
increment that reflects the risk in the situation. Stated in an over¬ 
simplified fashion, the value of a share of common stock reflects 
principally the expected future earnings capitalized at a rate that 
is commensurate with the risks involved, adjusted for the actual 
dividend prospects. The value therefore changes when either or 
both of the two components (earnings and capitalization rate) 
change, and the most drastic change in value, of course, occurs 
when the two components change in opposite directions-that is 
when expected earnings decline (or increase) and the rate of 
capitalization increases (or declines). A simple hypothetical ex¬ 
ample will serve to illustrate this point. If the anticipated earnings 
on a share of common stock are $5 and the rate of capitalization 
demanded by the market is 10 per cent, the value of the stock is 
,>5U - H the earnings remain the same, but the rate is reduced to 5 
per cent, the value is $100. The value of a share of stock may thus 
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change through the influence of the going rate for the risk in the 
particular situation even though the outlook for earnings remains 
the same. But if the earnings are $10 and the rate is 5 per cent, 
the value is $200. 

It is customary in financial circles to express the relationship 
between earnings and price in terms of a multiple of earnings, or 
the reciprocal of the rate of capitalization. Thus, where the market 
capitalizes $5 of earnings at 10 per cent to produce a value of $50, 
the stock is said to sell at 10 times earnings; capitalization of $5 
of earnings at 20 per cent means that the stock sells for 5 times 
earnings. The actual record of the 30 stocks making up the Dow- 
Jones Industrial average shows how market price may be influ¬ 
enced principally bv the rate of capitalization or its reciprocal, 
the multiple of earnings. In October, 1945, the average stood at 
185, a figure that was 18.1 times expected earnings for 1945. In 
August, 1948, the average stood at 184, an almost identical figure; 
but this was only 8.8 times expected 1948 earnings. Between the 
two dates, the rate or multiple that satisfied traders in these 
common stocks as a group had changed so materially that even 
the very substantially higher earnings on the group of stocks 
produced only the same average value. 

The preceding explanation of the forces affecting the prices of 
common stocks is, of course, greatly oversimplified in that it gives 
no attention to the influence of stability of earnings, dividend 
record, or asset values—factors that have considerable influence 
on stock prices. But it does serve to indicate that the investor in 
common stocks must be prepared to see the market values of his 
securities decline even though earnings remain stable or even 
increase; it also suggests the possibility of substantial appreciation 
in price even in the face of declining earnings. 

5. Risk of changes in purchasing power. Even though the dol¬ 
lars of principal and income may remain the same, their real value 
in terms of purchasing power rises and falls with changes in the 
price level and the cost of living. This fact is becoming increas¬ 
ingly important as the prospects for rising prices through war and 
post-War inflation are confirmed. The dollar lost one-half of its 
purchasing power as a result of World War I and 40 per cent of 
it as a result of World War II. Protection against the purchasing- 
power risk, or inflation hedging, thus becomes an increasingly 
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important consideration for those investors who can afford to 
assume the risks that sucli protection inevitably involves. It is the 
basis for much of the current discussion concerning the position 
of an investment fund that should be placed in “aggressive” securi¬ 
ties or other investments of the equity type. 

The loss of value of both principal and income that arises from 
rising prices and cost of living is easily illustrated by referring to 
the changes that took place in the decade 1940-1950. The Bureau 
of Labor Statistics, Department of Labor, Consumer Price Index 
for moderate-income families stood at 100.7 at the end of 1940 
(1935-1939 average = 100). At the end of 1950 the index was 
178.8. Thus, the buying power of $1,00 cash or principal in securi¬ 
ties was reduced to 56 cents in the ten-year period. An investor 
who had bought a $100 Savings bond for $75 in 1940 was repaid 
$100 in cash in 1950, but only $56 in purchasing power. Similarly, 
any fixed income had been reduced in effective value by the same 
amount over this period. 

In the light of the decline in the purchasing power of each 
dollar of the investor’s income and principal, it is not surprising 
that a growing number of investors are seeking a means of pro¬ 
tection against inflation, possibly at the expense of sound invest¬ 
ment principles and of safety. Only those institutional investors 
whose obligations are in terms of dollars are oblivious to the 
shrinkage in the buying value of their portfolios, and even these 
are confronted with rising costs of operation that indirectly influ¬ 
ence their need for higher investment income. It is, of course, the 
individual investor, whose holdings consist primarily of fixed- 
income securities, or who is otherwise in the position of a creditor, 
say, as the recipient of an annuity or pension, who is hit the 
hardest by inflation. And unfortunately, the smaller the fund and 
the more important each dollar of it, the greater is the impact of 
reduced purchasing power and the greater is the temptation to 
sacrifice the certainty of dollars for the possibility of greater buy¬ 
ing value. Conversion of a substantial portion of the fund to 
common stocks and to real estate, in the hope of obtaining (1) a 
greater dollar income and (2) an appreciation of principal be¬ 
comes very tempting when the prospects for continued inflation 
are strong. 

Investments in real estate and in common stocks offer the most 
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possibilities of an inflation hedge. But the former represents a 
highly specialized type of commitment and one that requires 
considerable management, knowledge of land values, and knowl¬ 
edge of community development. It also has the disadvantage of 
inadequate diversification. 6 Common stocks, on the other hand, 
are easily bought and sold, and in large or small amounts. Much 
has been written and said about the practicability of looking to 
common stocks for protection against rising prices. And this pro¬ 
tection is, in fact, afforded over long periods of time, but subject 
to decided limitations. The 11-year period 1940-1950 again pro¬ 
vides an illustration of the fact that over a considerable period 
commodity prices and the cost of living, on the one hand, and 
common stock prices, on the other, do move in the same general 
direction. The following schedule shows: (1) the Bureau of Labor 
Statistics Consumers’ Price Index (1935-1939 average = 100), (2) 
the Bureau of Labor Statistics Index of Wholesale Prices (1926 = 
100), and (3) the price, earnings, and dividends of Moody’s 
Index of 125 Industrial Stocks. In each case, the average for the 
year is shown. 


PRICE INDEXES AND COMMON STOCKS 


Year 

BLS 

Consumers' 
Price Index 

BLS 

Wholesale 
Commodity 
Price Index 

Moody's 125 Industrials 

Price 

Earnings 

Dividends 

19-10 

100.2 

78.6 

$31.76 

$2.59 

$1.67 

1941 

105.2 

87.3 

28.70 

2.95 

1.81 

1942 

116.5 

98.8 

25.70 

2.36 

1.64 

1943 

123.6 

103.1 

34.18 

2.40 

1.55 

1944 

125.5 

104.0 

36.57 

2.73 

1.67 

1945 

128.4 

105.8 

43.94 

2.72 

1.75 

1946 

139.3 

121.1 

49.84 

3.53 


1947 

159.2 

152.1 

46.10 

5.32 


1948 

171.2 

165.1 

47.50 

7.03 


1949 

169.1 

155.0 

46.88 

6.60 

3.19 

1950 

171.9 

161.5 

57.83 

8.45 

3.77 


Over the whole period the cost of living, commodity prices, and 
prices of industrial common stocks all rose. But within the period 
marked discrepancies appear. From 1940 through 1942, the cost 
of living and commodity prices rose, while common stocks de- 


c See Chapter 30 for a more extensive discussion of real estate as an investment. 
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clined; the same was true in 1946-1947. And the relatively sharp 
rise in common stocks, 1944-1945, took place during a period of 
relatively stable prices. Over the short run, stocks seem to prefer 
stability to uncertainty in one direction or another. When com¬ 
modity prices started to climb in 1946, the stock market collapsed. 
The baby bull market of 1948 came to a halt when commodity 
prices rose to record levels. And the big rise in stocks from the 
middle of 1949 to the middle of 1950 was accompanied bv declin¬ 
ing commodity prices. Part of the explanation lies in the fact that 
dividends do not rise as fast as prices, and that high prices and 
high earnings in a period of inflation are accompanied by high 
taxes and the prospects of still higher ones. 

The limitations of common stocks as an inflation hedge may be 
summarized as follows: 


1. The hedge works only oxer a considerable period of time. 

2. The stocks must be purchased at depressed levels within 
this period. 


3. All stocks are not equally good for inflation protection. Var¬ 
ious industries, and hence their common stocks, act differently 
will, respect to earnings. Sub-groups of stocks go in different 
directions even during a period of general rise. The problem of 
selection still persists. 

4. Although corporate earnings may rise with inflation, divi- 
•lends do not rise in the same proportion. Corporations pav out a 
smaller percentage of earnings in a period of boom and’uncer- 
tiiiiity. The protection to income that is sought by an inflation 
hedge is therefore substantially reduced. 

•> I he appreciation in corporate earnings that is noted in a long 
inflationary period is not all reflected in stock prices, because the 
market then applies a lower multiple to earnings than during 
periods of stability. I„ 1940 the 125 stocks making up Moody’s 
industrial series sold at between 12 and 13 times earnings. In 1950 
M,e multiple was l**twcen 6 and 7. 7 
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CHAPTER 8 


INVESTMENT PRINCIPLES 
(CONTINUED) 


Scope. This chapter continues the discussion of investment 
principles begun in Chapter 7. The order of discussion is: mini¬ 
mizing risk by (1) appropriate selection, (2) intelligent valuation, 
(3) proper timing, (4) adequate diversification, (5) continuous 
management and supervision. The chapter concludes with (6) 
management of investments by others and (7) safeguarding of 
securities. 

Methods of minimizing risk. While it is difficult to fulfil all of 
the requirements called for in a given situation, and impossible 
to eliminate all of the risks that were outlined in the previous 
chapter, certain investment policies will at least go far toward 
minimizing those risks. 

1. Intelligent and dispassionate selection of media. Much of the 
latter part of this book will be devoted to the analytical methods 
that are useful for the intelligent selection of industries and indi¬ 
vidual companies if the purchase of securities is to comprise an 
element in the investment program. But lying behind the choice 
of individual industries and securities is the more fundamental 
problem of selection of the appropriate general investment media 
that will best serve the needs of the particular investment situa¬ 
tion and provide the requirements that the situation calls for. 
Possibly neither corporate stocks nor bonds are necessary or de¬ 
sirable to achieve a certain goal. If so, the investor avoids the 
whole problem of analysis of corporate securities. As we have seen 
in the previous chapter, before individual selections are made, the 
order of investment planning runs: (1) determination of goals and 
objectives; (2) recognition of the investment requirements that 
must be met if these goals are to be achieved; (3) appraisal of the 
various types of risk; (4) choice of the general types of media 
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that are most feasible in the investment situation. In many cases, 
corporate stocks at least will not be reached at all in this order of 
thinking. 

Intelligent selection will help to avoid the selection of highly 
speculative securities to begin with, if such securities are'not 
appropriate in the investor's portfolio. It will aid in the recognition 
of the deterioration of investments that were once sound but have 
since lost ground. It can help to offset the risk of cyclical changes 
in individual securities whether caused by factors affecting those 
securities alone or by general market factors. It is valuable in 
minimizing the money-rate risk in two respects: (1) in aiding the 
investor to determine whether the premium over the interest rate 
that is offered by the yield on the investment (either bonds or 
stocks) is adequate, and (2) in suggesting a program of staggered 
maturities in a bond portfolio that will go far to offset the fluctua¬ 
tions in interest rates and will aid in profiting from favorable 
trends as they develop. And we bas e seen that proper selection 
is vital if any advantage is to be had from investment in equities 
as a means of inflation hedging. 

2. Intelligent valuation. In those cases in which securities are 
to form a part of the investment program, the price at which a 
security is to be bought (or sold) is as important a decision as the 
selection of the security itself. As suggested earlier, the investor 
may not be equipped to recognize any but the most violent cycli¬ 
cal swings in the market as a whole; but this does not eliminate 
the necessity of recognizing when a particular instrument is over- 
or under-priced on its own merits. One of the disadvantages of 
concentrating purchases of stocks in the “blue-chip” group is that 
these stocks often sell at a premium resulting from their popu¬ 
larity; furthermore, the unwary investor may fail to recognize 
that they have lost their blue-chip quality until after that condi¬ 
tion has become evident. Possibly the most difficult task in the 
field of investments is that of determining what a security is really 
worth. Aids to this task are suggested in the latter half of this 
volume. In passing it should be noted, however, that valuation of 
securities, especially of equities, can be made only within a con¬ 
siderable range. Since such securities are ordinarily purchased 
and sold on the basis of going-concern value, no man can tell pre¬ 
cisely what they are worth. The common stock of General Electric 
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Company may be undervalued at 40 and overvalued at 50. To 
decide that it is worth precisely 45, and not 44 or 46, however, 
leaves no room for all of the uncertainties of the present and the 
future which confront any stock. 

It is obvious that intelligent valuation of investments will aid in 
minimizing all of the risks that have been previously discussed. 
All of those risks are magnified if the investment is over-priced 
when purchased or under-priced when sold. 

3. Proper timing. Equally important, and equally difficult, is 
the problem of the timing of purchase and sale. It has been sug¬ 
gested previously that this problem involves four types of fore¬ 
casts that for the great majority of investors are either difficult or 
impossible. It was also suggested, however, that advantage could 
be taken of the fluctuations in security prices in the selection of 
securities on their own merits. To do so may require patience and 
the ability to ignore the crowd psychology of the moment. 

Three types of devices have been developed to aid the investor 
either to determine the direction of the stock market or to elimi¬ 
nate the necessity of so doing. The first type includes all of the 
many technical devices that look at the action of the market itself 
as the indicator of its direction and of the direction of business. 
Of these, the most well known is the Dow theory. 

It has long been observed that the market prices of common 
stocks tend to move upward or downward over extended periods 
of time—a movement which is obscured by short-term fluctuations. 
An early observer of these price movements (Charles H. Dow, 
one of the founders of the Dow-Jones services) formulated a 
method of interpretation, known as "the Dow theory of price 
movements,” which has gained wide recognition among students 
of market conditions. 

Stated in its simplest form, the Dow theory is a mechanism 
which is designed to indicate the major trend of the market with¬ 
out forecasting the extent of the movement in time or degree. A 
comparison of the successive high and low points reached in the 
normal fluctuations of the stock market enables an observer who 
notices that the successive high and low points are advancing or 
declining to determine the trend of the market. If the price aver¬ 
age should rise from a low point of 120 to a high point of 130, 
then fall to 125 and advance to 135, an upward trend was indi- 
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catcd when the decline stopped at 125 and was confirmed when 
the new advance went above 130. If the upward trend continues 
until the price average reaches 150, a subsequent change in the 
direction of the market trend would not be indicated until a re¬ 
cession from that level was followed by a recovery to less than 
150 and a subsequent recession to a lower point than on the pre¬ 
ceding decline. In an advancing market, a change in the direction 
of the trend is indicated when an advance fails to carry higher 
than the preceding advance and when a decline goes lower than 
the preceding decline. In a declining market, a change in the 
direction of the trend is indicated when an advance goes higher 
than the preceding advance and when a decline does not go so 
low as did the preceding decline. 

The Dow theory is based upon the use of both industrial and 
railroad stock prices and is valid only when the movements of 
both averages are confirmatory. When all of the fundamental 
forces in the market are bullish, both the rail and the industrial 
averages will advance, and new high points will be made bv both 
averages, each confirming the other. II either average consistently 
refuses to confirm the other, a major movement is probably near 
its end. 


The Dow theory does not pretend to forecast the duration and 
degree of price movements, and often it does not indicate a 
change in the direction of the trend until long after the change 
has taken place. Thus, in 1937, the Dow-Jones industrial stock 
price average reached a high point of 194 in March and had de¬ 
clined to 165 before the downward trend was confirmed under 
the Dow theory five months later. Subsequently a low point of 
99 was reached in March, 1939, but the Dow theory did not con¬ 
firm an upward reversal until the average was above 140 some 
six months later. But use of the theory does offer warnings that 
may prevent complete disaster to those who can understand and 
apply it.' 

A second method of dealing with the timing factor-in fact of 
avoiding it-is known as dollar averaging. This method is useful 
to investors who are accumulating capital and who wish to avoid 


urstor (I\ew *ork: Harper and Bros., 1949). 30-32. 


Intelligent In- 
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always buying common stocks when they are too high and to 
benefit from the expected variations in market price. Stated in its 
simplest terms, this involves regular purchase of securities in 
equal dollar amounts, regardless of their unit price. As the price 
of the security or securities bought declines and rises, a greater 
or smaller number of shares can be bought with the same amount 
of money. Over a long period of time, as long as the market price 
rises and falls, the average cost of all shares purchased will be 
lower than the average price at which the shares are bought. 
These elements may be illustrated by a simple example. Suppose 
that $1,000 is invested in the shares of a company at regular in¬ 
tervals, beginning at $50 per share, with a subsequent decline to 
20 and recovery to 50: 



Price 

Shares 

Purchased 

Each 

Interval 

Total 

Shares 

Purchased 

Total 

Amount 

Invested 

Total 

Value 

of 

Invest¬ 

ment 

1st purchase 

$50 

20 

20 

$1,000 

$ 1,000 

2nd purchase 

40 

25 

45 

2,000 

1,800 

3rd purchase 

30 

33.3 

78.3 

3,000 

2,350 

4th purchase 

20 

50 

128.3 

4,000 

2,567 

5th purchase 

30 

33.3 

161.6 

5,000 

4,850 

6th purchase 

40 

25 

186.6 

6,000 

7,467 

7th purchase 

50 

20 

206.6 

7,000 

10,334 


At the end of the above period, the average cost of all shares 
purchased is $33.88, whereas the average price is $37.14. The 
reason is, of course, that more shares have been bought at the 
lower prices. While the example is extreme in that it is based on 
a very sharp decline and recovery in a short period, three points 
are worth noting: (1) while the loss at the low point is 56 per 
cent, the stock had only to advance to a little over 30 to recover 
the entire loss, and from then on profits mounted rapidly; (2) as 
long as prices eventually recover from their lows, a wide fluctua¬ 
tion in price is advantageous; (3) it is the ending rather than the 
starting prices that are important. 

Dollar averaging, if followed regularly and courageously, is 
likely to produce far better results than attempts to “buy low and 
sell high.” The investor must, of course, be prepared to commit 
funds regularly over a considerable period of time; he must choose 
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the stocks to be purchased with care; some will move with and 
some against the market as a whole. It is recommended that the 
program consist of the regular purchase of shares of well-managed 
investment companies. Some of these offer plans whereby divi¬ 
dends are automatically reinvested in new shares. 2 The effect of 
the compounding of such dividends, coupled with the regular 
investment of new principal, is to produce a very substantial ac¬ 
cumulation over a period of years, provided the period is long 
enough and provided the investor has the fortitude and emotional 
poise to continue buying when the market is declining and to wait 
for any sale until the market has recovered from a present decline. 

A third method of defeating the timing problem is the use of 
a formula plan by those investors who have already accumulated 
a substantial fund and whose problem is to preserve and increase 
their capital over the years and at the same time avoid the use of 
judgment concerning the course of the market. The use of a for¬ 
mula plan is designed to substitute an automatic device for pos¬ 
sibly emotional and erroneous decisions concerning the best 
buying and selling points. It offers a compromise by which the 
investor can take some advantage of the swings in the market. 
Formula plans differ considerably, but they all have in common 
the use of two funds-the "aggressive fund,” consisting of common 
stocks, and the "defensive” fund, consisting of high-grade bonds 
or possibly cash. Under the constant-ratio type of plan, the in¬ 
vestor determines in advance the proportions of aggressive and 
defensive securities that he wishes to maintain-say, 50-50. When 
the market moves up and down sufficiently to alter this ratio by a 
predetermined amount, he switches funds from one to the other 
of the type of securities to restore the original ratio. Thus, the plan 
used by Yale University to govern its endowment fund starts with 
a "normal” ratio of 30 per cent in common stocks and 70 per cent 
in bonds and preferreds. In a rising market for common stocks, 
the common stock portion is permitted to rise until it reaches 40 
per cent of the value of the fund; it is then cut back to 35 per cent. 
In a falling market, after the common stock portion reaches 20 
per cent, stocks are bought to maintain this portion at 25 per cent. 

Under the variable-ratio type of plan, the proportion of stocks 


2 See o 577. 
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is reduced in a rising market and increased in a declining market, 
the decisions being based on predetermined levels in a selected 
market index. When the stock market, as measured by an average, 
reaches a predetermined point on the up-side, stocks are gradu¬ 
ally sold and all or part of the proceeds are placed in cash or 
bonds. When the stock market reaches a certain point on the 
downward cycle, bonds are sold or cash is used to purchase stocks 
on a gradual basis. In a sense, such a procedure is a compromise 
application of the "buy-low-sell-high" principle. To produce satis¬ 
factory results, the following conditions must be met: (1) a 
satisfactory formula must be devised; (2) stock prices must have 
moved up and down sufficiently to bring the plan into action; 

(3) the common stocks to be purchased must be carefully selected 
(shares in well-managed investment trusts are recommended); 

(4) the price action of the particular securities selected must not 
deviate from that of the market as a whole; (5) the market must 
not remain on a permanently high or low level; (6) the investor 
must exercise great patience and fortitude by selling when stocks 
are rising, buying when they are falling, waiting out the greater 
peaks and valleys that may appear after his action has been taken. 

Numerous institutions have adopted formula plans, and certain 
investment companies make such plans available to the holders 
of their shares.' If the conditions cited previously are not met, no 
automatic device will produce satisfactory results except by acci¬ 
dent. 

4. Adequate diversification. To the protection afforded by the 
careful selection of commitments, the intelligent investor will add 
the safeguard of diversification. Through a distribution plan over 
a number of issues, he does not lessen the risk attendant upon any 
one security, but he does limit the loss that would be encountered 
if a substantial part of his fund were concentrated in an issue 
which depreciated in value. The application of a principle in 
mathematics, loosely termed the law of averages , based upon the 
improbability of the concurrence of unrelated unfavorable factors, 
underlies this policy of diversification. 4 

3 Sec p. 578. 

4 In interesting contrast to his well-known admonition to “put all your eggs in 
one basket and watch that basket,” as suggested by Andrew Carnegie in The 
Empire of Business, his estate contained the securities of more than 50 different 
companies. 
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Diversification is more than a theory. It is accepted as sound 
practice bv all large investors and has been officially recognized 
by legislative bodies and courts. The New York State law defi¬ 
nitely limits the proportion of funds that savings banks mav invest 
in real estate mortgages (6-5 per cent, not including FHA-insured 
mortgages), in railroad bonds as a group (2-5 per cent) and as 
single companies (10 per cent), in electric and gas bonds as a 
group (10 per cent) and as single companies (2 per cent), in 
telephone bonds as a group (10 per cent) and as single companies 
(2 per cent), in housing projects (5 per cent), and in moderniza¬ 
tion loans (1 per cent).' The courts have held that trustees should 
diversify trust funds, and they have, in at least one case, surcharged 
a trustee for a substantial loss sustained from an undulv large 
investment in a single issue." Moreover, as will be shown, com¬ 
mercial banks, insurance companies, investment companies, and 
other large investors almost universally practice diversification 
methods. 


The simplest manner in which diversification is accomplished 
is through limitation upon the proportion of the total fund that 
mav be invested in any distinct category. The more popular appli¬ 
cations of such restrictions, from the aspect of safety, are limita¬ 
tions of the amounts which may Ik- invested in: (1) anv one se¬ 
curity or company, (2) an\ one kind of enterprise, (3) anv one 
grade of securities with respect to (a) yield and (b) market¬ 
ability, and (4) any one geographical district. From the view¬ 
point ol convenience, restrictions apply less rigidly to: ( 1 ) in¬ 
come payment dates, (2) maturity dates, and (3) maximum and 
minimum commitment amounts. 

The proportion of the total fund that may lie invested in anv 
sinule issue should l>e limited to a reasonable degree. The quality 
of the issue has direet influence in this respect, since the percent¬ 
age may he higher in the case of exceptionally safe investments, 
such as United Slates Treasury bonds. Savings Bonds, and others 
ol very high caliber. 

The proportion to he invested in any one kind of enterprise 
should also he limited. As before, the investment position of each 
K»>"p should be considered so that higher ratios may he estah- 
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lished for the more promising fields. The various groups into which 
securities may be classified for this purpose are as follows: 

I. United States Government obligations, including guaran¬ 
teed issues. 

II. United States Government instrumentalities. 

III. Domestic state and municipal bonds. 

IV. Domestic steam railroad securities. 

V. Domestic public utility securities. 

VI. Domestic industrial securities. 

VII. Domestic bank and insurance stocks. 

VIII. Investment company securities. 

IX. Real estate securities. 

X. Foreign securities. 

It is not suggested that some part of the fund should be invested 
in each of these ten groups. The principle of diversification does 
not require such extreme conformance. For example, under pres¬ 
ent conditions most plans would rule out the last group men¬ 
tioned. It is suggested, however, that an investment fund should 
not be concentrated in any one of these groups to the exclusion 
of the others. The acquisition of many separate issues in a single 
group is diversification of a nature much more limited than that 
considered in the present discussion. The investor, for example, 
who believes that lie is practicing diversification through the 
simple expedient of confining his purchases to the securities of 
public utility companies located in different parts of the country 
is operating under a false interpretation of the term. 

I he proportions of the fund to be invested in relatively high-, 
medium-, and low-yielding securities will depend upon the posi¬ 
tion of the investor and his ability to assume risk. Similarly, the 
proportion of the fund to be invested in securities of limited mar¬ 
ketability will depend upon the individual situation. A substantial 
part of the fund must necessarily be invested in marketable securi¬ 
ties if the likelihood exists that the fund may have to be converted 
into cash at short notice. The improbability of such development, 
however, should not lead the investor to ignore the question of 
marketability. 

The diversification of an investment fund according to geo¬ 
graphical boundaries affords more theoretical than actual advan- 
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tages. The investor who endeavors to practice national distribu¬ 
tion finds the task complicated because of limited opportunities 
in certain sections and because of the nationwide activities of the 
more important companies. Only in the cases of investors with 
extremely large funds, such as life insurance companies, is geo¬ 
graphic diversification of practical value. 7 To the average investor, 
the principle of geographic diversification serves its purpose when 
it prevents the concentration of investment in any one section. 
Securities of the American Telephone and Telegraph Company 
represent national diversification in themselves, just as securities 
of the General Electric Company represent international diversi¬ 
fication. 

Diversification according to income payment dates is based 
upon the fact that bond interest is generally paid semiannually 
and stock dividends quarterly. It thus becomes possible to arrange 
a fund in such fashion that an approximately equal amount of 
income is receivable monthly or quarterly. It is questionable, how¬ 
ever, if the slight advantage gained in this way offsets the addi¬ 
tional work involved in the selection of such securities with vary¬ 
ing payment dates. 

Diversification according to maturity dates endeavors to mini- 
mize (lie losses which may lie involved in reinvestment. Large 
maturities are inconvenient in sears of low interest rates, since 
the new securities bought with the proceeds of maturing obliga¬ 
tions will give a less satisfactory rate of return. Large investors 
endeavor to distribute maturity dates in order to avoid concen¬ 
tration in any particular years and generally refer to their maturitu 
calendars before buying new issues. The average investor will 
usually find it more convenient to distribute his holdings into the 
three chronological groups of short-term (up to five years) me¬ 
dium-term (five to twenty years), and long-term (over twenty 
years), limiting his commitment in any group to 40 per cent of 
nis fund. r 

The size of the investment unit should be proportionate to the 
amount in the fund. A fund of $100,000 might reasonably com- 
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prise 20 different securities averaging $5,000 (5 per cent), with a 
maximum of $10,000 (10 per cent) and a minimum of $2,000 (2 
per cent) in any single issue. A fund of $1,000,000 might comprise 
50 securities averaging $20,000 ( 2 per cent), with a maximum of 
$50,000 ( 5 per cent) and a minimum of $10,000 (1 per cent). A 
fund of $10,000,000 might comprise 100 securities averaging 
$100,000 (1 per cent), with a maximum of $250,000 (2'A per cent) 
and a minimum of $50,000 (A of 1 per cent). 6 These limits are 
suggestions only and would not, of course, be rigidly applied in 
all cases. 

The achievement of a satisfactory degree of diversification by 
direct investment of a fund of relatively small size is practically 
impossible. Fortunately there are several media for indirect in¬ 
vestment of small funds, such as the investment company, that 
enable even the investor of limited means to obtain diversification 
that he could not obtain alone. 

5. Continuous management and supervision. The management 
of an investment fund that includes securities necessitates a de¬ 
gree of care and prudence equal to, if not exceeding, that required 
in the purchase of securities. Conditions are always changing, 
with material influence upon investment values. Securities that 
appear to be in an impregnable position at the time of purchase 
may become highly speculative in the short space of a few years. 
Events, such as wars, earthquakes, political upheavals, crop dis¬ 
asters, and many others, may adversely affect security values over¬ 
night. To a major extent, these factors are uncontrollable and 
therefore unpredictable. Investment policy must be sufficiently 
flexible to permit ready adjustment to the unexpected. The ex¬ 
perience of recent years has taught the invaluable lesson that a 
rigid investment policy is unwise procedure. No investment policy 
should assume that occasional losses are avoidable or that the 
intrinsic value of any security is not subject to change. Various ele¬ 
ments of risk are present in all investments; they are magnified 
in the case of securities and especially formidable in the case of 
equities. A plan of continuous scrutiny and management should 
be worked out, not only to guard against loss and to take advan- 


* An extreme case of diversification carried to an absurd extent was a fund of 
$130,000 comprising 120 different securities. The disadvantage involved in the 
management of such a fund offsets the benefit that diversification might provide. 
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tage of favorable exchange opportunities, but to keep the in¬ 
vestors fund in line with his changing needs and goals and with 
conditions which affect his status but over which he has little or 
no control. 

The importance of vigilance in the management of an invest¬ 
ment fund was admirably stated in a report of the Carnegie Cor¬ 
poration as follows: 

The funds of a great endowment can be kept intact only by a sys¬ 
tematic revision month by month of all the securities of the endowment 
and by a continuous process of sale and exchange, as circumstances 
may affect the financial soundness of this or that security which the 
trust holds. 

Circumstances are continually arising to change investment 
values collectively and separately. Some industries enter the stage 
of expansion as others fall into decline. One company prospers at 
a time when other firms in the same field are operating under 
deficits. Investment popularity swings from one type of security 
or enterprise to another. As the old order gives way to the new, 
values in the less popular fields decline as prices in the more inter- 
cstinj' groups advance. While diversification tends to minimize 
the losses often sustained in these changes, the sale of securities 
which face unpromising prospects is even more effective as a 
safeguard against depreciation. 

Security exchanging is an important phase of investment man¬ 
agement. The once popular theory that some securities were 
adequately safe for investors to "buy and forget" has been invali¬ 
dated in the experience of recent years. Neglect of a regular 
scrutiny of investment holdings does more than result in the loss 
<>l favorable exchange opportunities; it may lead to a most serious 
decline in the aggregate value of the fund. As with diversification 
however, exchanging may be overdone, as happens when it de¬ 
velops into promiscuous trading. An exchange of securities is 
justifiable only when the position of the investor is improved as 
a result. The conditions under which such betterment is possible 
are not many: 1 2 

1. Creator safety at the same yield. 

2. Higher yield with equal safety. 

■3. Greater marketability at the same yield. 
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4. Improved tax position. 

5. Improved diversification. 

6. Better appreciation opportunity. 

As no two securities have the same quality, it naturally follows 
that exchange opportunities are constantly afforded to the vigilant 
investor. His principal concern is to be assured that the advantage 
to be gained in one respect is not more than offset in the sacrifice 
necessitated elsewhere. If all security buyers were purely inves¬ 
tors, exchange opportunities would be fewer; but since prices are 
influenced by speculators who have little interest in the income 
aspect, investors often find good exchange opportunities. As yield 
does not always vary with quality, because of the presence of such 
technical factors as seasoning, convertibility, marketability, tax¬ 
ability, legal status, and redemption option, investors who are 
cognizant of these features are frequently in a position to make 
advantageous exchanges resulting in an enhanced rate of return 
upon their securities. 

The average investor has limited opportunity to follow the 
trend of the investment market and thus to keep closely in touch 
with the position of his securities. He should endeavor, however, 
to keep posted to the following extent. 

1. Current quotations on all securities should be secured at 
least monthly. Unusual changes should be investigated as possible 
portents of serious developments. 

2. Corporate earnings reports should be scrutinized on a com¬ 
parative basis. These reports are generally published quarterly 
and afford a continuous check upon the prosperity of the enter¬ 
prise. 

3. Changes in management should be carefully observed. The 
more important the changes are, the more significant the results 
may be. 

4. External factors, such as the enactment of important legis¬ 
lation, the development of new industries, and the trend of busi¬ 
ness activity, directly influence investment values. The problem 
of the investor is to relate these developments to the particular 
securities which he is holding. 

Regardless of the degree to which the investor may be deter¬ 
mined to manage his own financial affairs, he should take advan- 
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tage of the advice and services of others in whom he has confi¬ 
dence. It is common practice to submit security lists for periodic 
inspection to brokerage houses, who may be expected to make 
suggestions for portfolio changes in return for the commission 
business involved. Only firms of the highest reputation should be 
consulted, and the investor should always be prepared to review 
any suggestions for change in the light of his own requirements. 

Management of investments by others. The important and 
vexing problems of selection (and diversification), timing, and 
supervision may be passed along to others, at a cost, of course. 
Freedom from care and a high degree of safety (at the expense 
of income) are provided by institutions of the savings type, as 
described in Chapters 3 and 4. These institutions also provide 
diversification to their creditors, although the type and degree of 
diversification depend on the institution selected for savings. No 
protection against inflation is obtained. 

Insofar as transfer of responsibility in investment in securities 
is concerned, the common trust fund (Chapter 10), the invest¬ 
ment company or fund (Chapter 29), and the fire and casualty 
insurance company (Chapter 28) relieve the investor of manage¬ 
ment, except that in the case of the last two, decisions must still be 
made concerning the selection of the fund and the timing of the 
purchase or sale of its shares. The natural and proper inclination 
of trustees to operate a common trust fund conservatively gives 
the beneficiary of such a fund lower income and less appreciation 
than he might possibly obtain alone. But diversification, superior 
stability, and some protection against inflation, together with the 
important quality of freedom from care, give the common trust 
fund a strong appeal to many investors seeking these require¬ 
ments. The portfolios of these funds are seldom published and 
the results of their management can be obtained only by direct 
inquiry. On the other hand, the portfolio and record of all prop¬ 
erty insurance companies and investment companies are always 
available. As will l>e indicated in the chapter devoted to these 
institutions, investment companies differ widely with respect to 
investment goals and policy. Some are designed to obtain reason¬ 
able income and considerable stability. Others are frankly oper¬ 
ated for capital appreciation. The goals of the investor 'the in¬ 
vestment requirements that should be fulfilled, and the risks that 
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can be undertaken are factors that must be considered, together 
with the record of its management, in the choice of any fund. 
The tremendous growth of investment funds in recent years at¬ 
tests the desire of manv investors to transfer their investment 
problems to others. 

The professional investment counsel or adviser also stands 
ready to take the responsibility for investment management, but 
at fees which are likely to make his services prohibitive for the 
small investor. For those that can afford their advice, the invest¬ 
ment advisers are prepared to tailor the investment programs of 
their clients to their individual needs, balancing the several factors 
of income, preservation of principal, appreciation, tax matters, 
diversification, inflation hedging (and the possibility of subse¬ 
quent deflation) in one co-ordinated pattern. For the most part, 
the well-established counsel firms are careful not to promise too 
much and lean toward conservation and long-run over-all results 
rather than toward spectacular performance. This is as it should 
be. 

Other methods of transferring managerial responsibility on a 
fee basis include the investment departments of large banks and 
trust companies and the supervisory services of some of the larger 
Stock Exchange firms. In any case, the investor should know his 
own needs and risks thoroughly so that he can understand and 
approve the decisions of those experts to whom he transfers the 
main responsibility for investment management. 

Safekeeping of securities. Security instruments should be care¬ 
fully guarded through deposit in a protected place. Bonds and 
stock certificates should preferably be kept in a locked metallic 
box, either in a bank vault or in a safe. Most banks offer safe- 
deposit-box service at a low annual rental. A duplicate list of the 
securities should be prepared (one to remain in the box) showing 
the number of each security, the amount, the name, the maturity 
date, and the rate and dates of income payments. Stock certificates 
should be transferred into the name of the new owner upon de¬ 
livery. Bonds bought for long-term holding should be registered 
in full, or at least as to principal. No writing or marks of any kind, 
other than endorsements, should be made on security instruments. 

If a security is lost, notice with full description should be sent 
immediately to the issuing corporation and also to the firm through 
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which it was purchased. Bond coupons should not he detached 
prior to due dates. 

Investors who desire to he relieved of the detail involved in 
the handling and care of securities may establish custodian ac¬ 
counts with hanking institutions. In this event, the hank, for an 
appropriate fee, handles all of the details under instructions from 
the investor. The securities of each investor are kept in a segre¬ 
gated group, apart from the general assets of the hank. The ser¬ 
vices provided by the hank include the following: 

1. Collection of interest, dividends, and principal. 

2. Purchase and sale of securities. 

3. Rendition of periodical statements of the account. 

4. Provision of income tax information. 

5. Special reports on securities held. 

6. Information on called bonds, stock rights, protective com¬ 
mittees, and sinking fund offers. 

The advantage of a custodian account is that of convenience 
as well as of safety. In the event of sickness or absence from home, 
the securities are available for use of the owner, through letter, 
telegram, or cable instructions to deliver, sell, or pledge as col¬ 
lateral for a loan. Obviously, however, since the bank has full 
access to the securities, the institution with which the account 
is placed should be of unquestioned financial responsibility. 
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INSTITUTIONAL INVESTORS 

Scope. The purpose of this and the following chapter is to dis¬ 
cuss the investment policies and practices of the more important 
financial institutions of the country. The order of discussion is in 
Chapter 9, (1) commercial banks, (2) mutual savings banks, 
(3) savings and loan associations; in Chapter 10: (4) trusts, 
(5) endowments, and (6) life insurance companies. Discussion 
of the investment policies of two other types of financial institu¬ 
tions—investment companies and fire insurance companies-is 
postponed until later chapters (Chapters 28 and 29). The reasons 
for the special treatment of these two types of institutions are, 
first, that they lack the trust characteristics of the other institutions 
and have a much wider leeway in the selection of their invest¬ 
ments, and, second, that their own investment policies determine 
to a large extent the investment appeal of the securities they them¬ 
selves have issued. It seems more appropriate, then, to discuss 
the management of the funds of these institutions in connection 
with the analysis of their shares. 

The general nature of commercial banks, savings banks, and 
savings and loan associations has already been indicated in Chap¬ 
ter 3. The material in the present chapter will therefore be con¬ 
fined to the management of their investment portfolios. 

The investment policies of financial institutions hold much in¬ 
terest and importance for the individuals who use such institutions 
as indirect means of investment. Adequate attention to the sub¬ 
ject of institutional investments is therefore justified in a work 
primarily directed toward the management of funds on the part 
of individuals. 

Restrictions on institutional investment. The common feature 
that characterizes the institutions discussed in this and the follow¬ 
ing chapter is that they act in a position of trust, investing not 
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their own money, but the funds of others entrusted to their care. 
It naturally follows that such a position requires a degree of 
prudence and caution beyond that which the individuals might 
employ in the selection of their own commitments. 

The latitude within which such institutions may exercise dis¬ 
cretion depends upon the nature of the contract or trust, the 
powers granted by the contract or bv the maker of a trust, and 
the various Federal and state laws governing the investment 
policy of fiduciary and similar institutions. Commercial banks, 
savings banks, savings and loan associations, trustees, and life 
insurance companies are obliged to observe strict regulations con¬ 
cerning the securities and other investments that are legally eli¬ 
gible for them to purchase, although in the case of trustees, the 
individual trust arrangements may provide for considerable lati¬ 
tude. On the other hand, educational and other endowments are 
governed solely by their own investment policies or self-imposed 
conditions. And owing to separate legislative acts, a particular 
security which may be a "legal investment” for one class of institu¬ 
tion may be ineligible for another. 

1. Commercial Bank Investments 

Commercial banks as investors. Along with other financial in¬ 
stitutions, commercial banks form a very important segment of 
the investment market. As of December 31,1950, all insured com¬ 
mercial banks in the United States held securities other than 
Federal, state, and local bonds totalling $4.2 billions. They owned 
$61.0 billions of direct and guaranteed Federal debt, or nearly 
24 per cent of the total then outstanding, and $7.9 billions of state 
and municipal bonds, or about one-third of the total outstanding.' 
The substantial holdings by commercial banks of corporate bonds 
and their dominating position with respect to Federal, state, and 
ocal debt place a tremendous responsibility on the shoulders of 
bank management with respect to investment policy. To a very 
real extent, banks are the guardians of national liquidity. 

Types of bank assets. The assets of commercial banks consist 
of three major types: (1) cash and balances with other banks 


Source: Federal Reserve Bulletin 



136 


INSTITUTIONAL INVESTORS 

including legal reserves (known as primary reserves), (2) earning 
assets, consisting of loans and discounts and investments, and 
(3) fixed assets. The earning assets can also be divided into three 
other categories: (1) the secondary reserve, consisting of highly 
liquid loans, such as bankers’ acceptances, prime commercial 
paper, and call loans, and short-term Treasury obligations, such 
as bills and certificates; (2) the investment account or permanent 
bond list; (3) other earning assets, consisting of commercial loans 
and discounts and real estate loans. The secondary reserve should 
be of such high quality and liquidity that it can be converted into 
cash at any time without material loss. 

In determining the relative proportion of assets to be placed 
in each group, the bank faces the difficult problem of maintaining 
liquidity and at the same time deriving a reasonable income. The 
primary reserves are completely liquid but produce no income; 
the secondary reserves are extremely liquid but pay a very small 
rate of return. The bond account yields a higher return although 
a modest one, as the securities are primarily government issues, 
including “bank eligibles” and marketable issues; higher yields 
are obtainable on corporate bonds but at the sacrifice of quality 
and marketability. Commercial loans usually produce higher 
yields but are not dependable sources of funds at very short no¬ 
tice. Real estate loans provide favorable yields but are the least 
liquid of the entire portfolio. 

Investment restrictions. The investment policies of all com¬ 
mercial banks that are members of the Federal Reserve System 
are governed by Federal statute and the rulings of the Comp¬ 
troller of the Currency. State banks that are not members of the 
Federal Reserve System are governed by the banking laws of the 
state where they are located. Because the member banks comprise 
nearly 50 per cent of all commercial banks in the country and hold 
85 per cent of the total commercial bank deposits, the following 
discussion pertains to those banks (member) which are subject 
to Federal regulations. 

Commercial banks are not permitted to participate as principals 
in the underwriting of corporate securities, although they may do 
so with respect to Federal and municipal bonds. Commercial 
banks are not permitted to purchase stocks of any kind, with the 
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exception of certain specific types. 1 They may buy no convertible 
bonds at a price above their value without the conversion feature. 
They may buy no securities which are in default of either prin¬ 
cipal or interest payments. They are prohibited from purchasing 
securities in which the investment characteristics are distinctly 
or predominantly speculative. 

All securities held bv a bank which are not specifically ex¬ 
empted from regulation (such as Federal, state, and local bonds- 
except revenue bonds) or which are not prohibited must qualify 
as investment securities and must he readily marketable, that is, 
have such a market as to render sales at fair values readily avail¬ 
able. Evidence of marketability must exist in either (a) public 
distribution of the particular issue or (b) public distribution of 
other issues of the obligor. If there has been no public obligor, 
eligible bonds are limited to ten-year (or shorter) obligations of 
established enterprises, having sound values, under an acceptable 
sinking fund plan of amortization. Where the above tests are met, 
not more than 10 per cent of the unimpaired capital and surplus 
of the bank may be inv ested in the securities of any one obligor. 

If the purchase price is alnne par, the premium must be regu¬ 
larly amortized Profits from the sale of securities must not be 
considered as earnings until adequate reserves for actual or 
estimated losses liavc Ihtii provided. 

For purposes of bank examination (and, in the case of the first 
Croup named below, for the guidance of banks), securities are 
divided into four groups according to quality. All eligible securi¬ 
ties are placed in Croup 1 and arc valued on the basis' of cost, less 
amortization if any. Securities of investment quality include 
general market obligations rated in the first four groups by the 
recognized investment services: Aaa, Aa, A, and Baa; A1+, Al, 

A, and B1+. (While such ratings arc valuable, they should not 
*e a complete substitution for a bank s own judgment concerning 
the quality of an issue.) Securities in Croup II are predominantly 

, |> |U 1,1 I*' and surplus may |„. mv.-su d j„ ,|„. n( 
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speculative in character and are valued at the average market 
price for the 18 months preceding the examination. At least 50 per 
cent of the net depreciation, if any, must be deducted from the 
capital of the bank in determining its solvency. Group III consists 
of securities in default; these must be immediately written down 
to market value. Group IV consists of stocks and similar holdings. 
All depreciation on them is considered a loss and must be written 
off against capital immediately (a bank may have acquired stock 
through foreclosure of a collateral loan). 

Significance of investments as assets. The role of investments as 
bank assets has changed greatly in the past two decades, as indi¬ 
cated by the following figures for all Federal Reserve Member 
banks in the United States as of December 31 (in billions of 
dollars): 3 


1930 


1950 


Loans: 

Security loans . 

Commercial and agricultural 
loans (including open-mar¬ 
ket paper) . 

Real estate loans. 

Other . 

Total loans . 

Investments: 

United States Government ob¬ 
ligations . 

Other . 

Total investments . 

Total loans and investments ... 

• Net before valuation reserves. 


Amount 

Per Cent 

$ 9.5 

27.2% 

10.6 

30.4 

3.2 

9.2 

.6 

1.7 

$23.9 

68.5% 


$ 4.1 

11.8% 

6.9 

19.7 

$11.0 

31.5% 

$34.9 

100.0% 


Amount 

Per Cent 

$ 2.7 

2.5% 

22.3 

20.7 

10.5 

9.7 

9.8 

9.1 

$ 45.3° 

42.0% 


$ 52.4 

48.5% 

10.3 

9.5 

$ 62.7 

58.0% 

$108.0 

100.0% 


During the 1930s, the dearth of commercial loans and the de¬ 
sire of the banks for liquidity following the banking crisis led to 
a marked shift from loans to investments, especially United States 
obligations. During World War II, in spite of an increase in busi¬ 
ness loans, the trend toward government securities was accentu¬ 
ated by the role of the banks in financing the war effort. By the 
end of 1950, 48.5 per cent of member banks’ earning assets were 
in investments, and of these investments Federal obligations com¬ 
prised 83.6 per cent. 


3 Source: Federal Reserve Bulletin. 
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Although the yield on them is low, especially on the short-term 
issues, Federal obligations bulk large in bank portfolios because 
they possess several attractive features: (1) they enjoy the least 
credit risk: ,2) they involve no risk of substantial price fluctua¬ 
tion; 1*3/ they have liquidity in the market or elsewhere; (4) they 
may always be used for bank borrowings at the Federal Reserve 
banks without payment of penalty rates; (5) they are preferred 

# * examiners and other super¬ 

visory authorities. Within its government bond portfolio, of course, 
a bank has the problem of distributing maturities. Its policy in this 
respect will afTect its liquidity and its income. 

Investment policies. The investment policy of a commercial 
bank is governed by regulation and by considerations of income 
and risk. In the purchase of securities other than United States 
government obligations, the main objective is to obtain an in¬ 
creased return over that available in the comparable maturities in 
the government market. But such an increased return carries with 
it increased risk from possible unwise selection and subsequent 
market declines. The factors that help to shape investment policy 
may be outlined as follows: 

1. The nature of the deposit liabilities. Banks which normally 
carry large demand deposits, especially banks which act as deposi¬ 
tories for other banks, must maintain a higher degree of liquidity 
than those in which time deposits predominate or whose demand 
deposits are unusually stable. Such liquidity is reflected in a 
higher proportion of short-term government securities among the 
earning assets. 

2. The relationship between deposits and capital funds. Banks 
normally have a net worth that is very small in relation to assets, 
as compared with business firms. The capital (stock), undivided 
profits, and surplus that comprise the net worth represent the 
protection afforded by the owners to the depositors. The lower 
he ratio of net worth to deposits, the greater the risk and hence 
the greater the need for liquidity through high quality and short 
maturity. The appropriate capital funds-to-deposits ratio was 
tormerly considered to be in the neighborhood of 10 per cent At 
the end of 19.50, the ratio stood at 7.4 per cent for all commercial 
hanks in the United States. National banks showed a ratio of 7 1 
per cent, state banks showed 8.0 per cent, and, because of their 
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importance as correspondent banks, banks in New York and other 
leading cities showed a ratio of 8.6 per cent.* Such ratios are 
justifiable only as long as commercial banks remain very liquid. 

3. The hank's other assets. Closely allied to the previous factor 
is the amount and character of the bank’s assets other than its 
highly liquid investments. If assets “at risk”—that is, loans and 
discounts exclusive of open-market paper, and longer-term in- 
vestments—bulk large among the earning assets, the risk element 
in the investment program must be kept at a minimum through 
emphasis on higher quality and shorter maturities in the bond 
account. 

4. The bank's earnings requirements. This factor is placed last 
because a bank's investment policy must always be based first on 
considerations of safety and only second on considerations of in¬ 
come. Yet a bank is organized with the objective of earning an 
attractive rate on the investment of its stockholders. Its first re¬ 
sponsibility is to its depositors, but it must also justify its existence 
by producing a reasonable return for its owners. High risk and 
high earnings go hand in hand (at least until disaster strikes); 
low risk-taking produces low returns. To strike the proper medium 
between these extremes is the central problem of banking. The 
relation of capital funds to deposits, the character of the deposits, 
and the type of services rendered by the bank all affect the degree 
of risk that it assumes; the same factors also determine its earning 
power. When, in order to produce satisfactory earnings, the cash 
position of a bank is reduced, or loans and investments of longer 
maturity or of lower quality are acquired, or deposits are greatly 
increased, the interests of the stockholders and those of the de¬ 
positors must be balanced with unusual ingenuity. 

The market value of the bonds held in a bank’s investment 
account may decline, either through a decline in the investment 
standing of the borrower or through a rise in prevailing money 
rates that is reflected in declining prices of bonds—even those of 
“money bonds’’ of the highest quality. 1 Banks seek to guard 
against the first of these risks by purchasing and holding bonds 

* Compiled from group data in Federal Reserve Bulletin. 

5 This influence was well illustrated in 1951. when, following the “unpegging” 
of the price of long-term Treasury bonds bv the Federal Resene, the yield on 
*hese bonds increased from 2.4 to 2.7 per cent. 
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of obligors of the highest credit standing. But thev have no con¬ 
trol over the second influence. They can offset it, however, by a 
system of staggered or spaced maturities or the proper distribu¬ 
tion of their holdings in short-, medium-, or long-term obligations. 
As time passes, securities move steadily into the short-term cate¬ 
gory. A maturity program requires prediction as to the course of 
interest rates. If a rise is expected, banks prefer shorter maturities 
to avoid the expected depreciation; if interest rates are expected 
to decline, longer-term bonds are preferred. Such decisions ex¬ 
plain in part at least why banks, with their tremendous investment 
in government bonds, are extremely interested in and concerned 
with the policy of the Federal government toward money rates in 
general and the rates on Federal obligations in particular. 

Profits and losses on securities. Bonds should be bought bv 
banks for income, not for capital gain. This does not mean that 
banks must hold all bonds to maturity. Constant reappraisal of 
bond holdings and the need to diversify maturities, as well as the 
use of bonds to feed the secondary and even the primary reserve 
when necessary, create a certain turnover in the bond account. 
Banks thus incur profits and losses in securities even though short¬ 
term trading is ordinarily avoided as a definite policy. 

The regulations of the Comptroller of the Currencv require 
banks to use any profits realized in the sale of securities to offset 
actual losses and prov ide reserves for possible future losses before 
such profits may be included as income. In seven of the ten years 
1941-1950 inclusive, losses and charge-offs of member banks ex¬ 
ceeded recoveries and realized profits on securities.® 

Other bank investments. Discussion of the loaning activities of 
commercial banks would involve a digression into commercial 
Bank management too extensive for the purposes of this volume. 

I here arc, howev er, two types of loans that, because of their 
lunger maturity, properly belong in a discussion of bank invest¬ 
ments, namely, term loans and real estate mortgages. 

Term loans are ,)usiness loans for capital purposes running up 
, tcn > | ears in maturity and amortized by regular installments 
during their life. This type of intermediate credit was developed 
m the later 1930s, when banks had surplus funds not in demand 
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on the part of short-term borrowers. They became increasingly 
important during the war years, although since 1948 there seems 
to have been a tendency for business to resort more to shorter- 
term credits for working capital purposes. 

The typical term loan is expected to be repaid out of future 
earnings, and contains written covenants on the part of the bor¬ 
rower to conduct his financial affairs in a manner agreed upon by 
the borrower and the lender, such as restrictions on other debt and 
on dividend distributions. It is usually secured, although the 
larger term loan is less likely to be secured than is the small one. 

Studies of term loans as of 1946 revealed that these credits were 
a very important factor in the credit supply. 7 It is estimated that 
$4.6 billions of term loans to member banks were outstanding 
near the end of 1946, representing 144,000 separate contracts. 
They amounted to one-fifth of the number and one-third of the 
dollar amount of all member bank loans outstanding to business 
concerns. While more recent data are not available, it is likely 
that term loans have declined somewhat in relative importance. 

Term loans appear to be a substitute for two other types of 
bank earning assets that have declined in importance (for banks) 
in recent years. One is the short-term loan that was almost auto¬ 
matically renewed if the borrower’s credit standing remained 
satisfactory. The other is the corporate bond or debenture. While 
loans of maturity of from one to ten years violate the traditional 
theory of bank liquidity, experience has demonstrated their use¬ 
fulness provided they are made wisely and are followed and 
collected carefully, and provided that the bank is otherwise liquid. 
They make possible the employment at attractive rates of funds 
that might otherwise be idle. In 1945 the Association of Reserve 
City Bankers reported that “from the standpoint of collections, 
the experience of the commercial banks has been impressive. 
While term lending has vet to be tested by a long and protracted 
depression, the sharp contraction of 1937-38 created no serious 
defaults. Up to the present time losses have been negligible and 
the loans have proved satisfactory and profitable.” 8 

T See A. R. Koch, "Business Loans of Member Banks," Federal Reserve Bulletin, 
March, 1947, and Don Holthausen, 'Term Lending to Business by Commercial 
Banks in 1946,” Federal Reserve Bulletin, May, 1947. 

s Term Lending bij Commercial Banks. Prepared by the Association of Reserve 
City Bankers (April, 1945). 
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Real estate loans, along with term loans, are appropriate invest¬ 
ments for saving deposits which have much less volatility than 
those in the demand category. They have played an important 
role in the activity of commercial banks, although at present the)* 
are far less significant than the total holdings of government and 
corporate bonds. 

The experience of banks with real estate mortgage loans in the 
1930 s was not a happy one, especially for smaller banks. Since 
that time, practices have been greatly improved by experience 
and by regulation. National banks may buy any mortgage insured 
by the Federal Housing Administration or guaranteed by the 
Veterans’ Administration. In addition, they may buy other first 
mortgages not exceeding 60 per cent of the appraised value of the 
security and with a maturity of 10 years, provided 40 per cent of 
the loan is to be amortized within that time; single-maturity 
loans are limited to 50 per cent of appraised value and a maturity 
of five years. A national bank may make mortgage loans in the 
aggregate up to either the amount of its unimpaired capital and 
surplus or 60 per cent of its time and savings deposits, whichever 
is the greater. 

The amortization features of modern real estate loans, and espe¬ 
cially the insurance or guarantee by Federal agencies of loans 
qualified for such insurance have done much to put mortgages 
back into the class of respectable bank assets. Their inherent lack 
of liquidity is mitigated by the fact that banks can now obtain 
special four-month advances against mortgages from the Federal 
Reserve banks, and by the fact that FHA-insured mortgages may 
he sold to the Federal National Mortgage Association. In the 
event of default, insured mortgages are exchanged for govern¬ 
ment-guaranteed debentures of the Federal Housing Administra¬ 
tion." 

2. Savings Bank Investments 

General investment restrictions. The general characteristics of 
savings banks described early in this book (Chapter 3) help to 
explain why these institutions have somewhat less need for li¬ 
quidity than commercial banks, and therefore why their cash and 
reserve requirements are lower and why their investments may 

u A more complete discussion of mortgage loans is found in Chapter 30. 
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include a greater proportion of longer-maturitv instruments. The 
savings bank can invest savings funds in securities of limited 
* in home mortgages that are adequately safe 
and that vet pay a higher rate of income than do the more market¬ 
able and short-term securities. 

But there should be no compromise with safetv in the invest¬ 
ment of savings bank funds. The purposes for which savings banks 
have been established have led the legislatures in the states in 
which these banks operate to impose restrictions on their invest¬ 
ment powers. The theory is to assure the holding of high-grade 
investments only, including real estate mortgages, government 
bonds, railroad obligations, and public utility bonds. Such a selec¬ 
tion may provide safety but lack flexibility. Nevertheless, state 
legislatures have been slow to liberalize savings bank investment 
laws, on the ground that to do so might jeopardize the savings of 
the low-income classes. 

States which have taken the lead in revising the "legal list” for 
savings banks include New York and New Jersey. In New York, 
following the great decline in the earnings of the railroad industry, 
it was necessary in 1931 to suspend the criteria applicable to 
eligible railroad investments to prevent the decimation of this 
portion of the legal list, and in 1938 less severe requirements were 
permanently applied to railway bonds. In 1938, provisions were 
added permitting the purchase of issues not specified in the statu¬ 
tory investment provisions, under certain conditions. Thus, some 
high-grade industrial bonds became eligible for purchase. In 1946 
New Jersey introduced a new yardstick for qualifying railroad 
bonds as legal investments. 

Much criticism has been directed toward the rigidity of the 
"legal list” requirements and the difficulty of setting up adequate 
tests that would hold under varying conditions. Some have advo¬ 
cated the application of the prudent man rule similar to that 
adopted in many states with respect to trustee investments. It is 
debatable, however, whether as much discretion should be given 
the institution holding the funds of small savers payable (except 
under unusual conditions) on demand as is given to investors of 
funds accumulated primarily for the purpose of yielding an in¬ 
come and held over a period of years. At the present time, 15 of 
the 17 states where mutual savings banks operate allow savings 
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banks less latitude than trustees with respect to the selection of 
investments. 


Legal investments in New York State. No two states have a uni¬ 
form law regarding the eligibility of securities for savings banks. 
Because the New York law is representative of fairly conservative 
legislation and has served as a model for a number of other states, 
the present “legal list” in New York is set forth below. While the 
New ^ork list has not provided complete protection against in¬ 
vestment losses, as the record of eligible railroad bonds during the 
1930 s plainly shows, the solvency record of New York savings 
banks is sufficient testimony to the efficiency of the law. Not onlv 
did no savings bank fail in New York during the banking crisis of 
1932-1933, but no savings bank has failed in New York during the 
past forty years, and no depositor in a New York State savings 
bank has lost money bv reason of the failure of the bank during 
the present century. 


A brief summary of the types of securities which are legal in¬ 
vestments in New York is here given. An official list of the specific 
securities which are regarded as eligible is prepared by the State 
Banking Department and issued at the beginning of July in each 
>ear." Under Section 235 of the New York Banking Law, savings 
banks in New York State may invest only in the following types 
of securities: 


1. Direct and guaranteed obligations of the United States. 

2. Obligations issued or guaranteed by the International Bank 
lor Reconstruction and Development. 

3. Bonds of New York State based on full faith and credit. 

4. Bonds of other states in the United States and of Hawaii 
based on full faith and credit. 

5. Direct obligations of New York State municipalities. 

6. (a) Bonds of certain counties, cities, and school districts in 
adjoining states, having a minimum population of 10,000 and a 
maximum net debt ratio of 12 per cent of real property valuation 
and having had no default within 25 years. 

0>) Bonds of certain counties, cities, and school districts in 


ipssssissss 
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nonadjoining states, having a minimum population of 30,000 and 
a maximum net debt ratio of 12 per cent of real property valuation 
and having had no default within 25 years. 

(c) Bonds of any city in the United States that has taxable 
real property in excess of $200,000,000, a minimum population of 
150,000, and no tax-limit legislation in effect. 

(d) Bonds of counties, cities, and school districts outside of 
New York State issued after December 31, 1938, must not be sub¬ 
ject to any tax-limit legislation which does not exclude debt 
service. 

7. Bonds and mortgages on unencumbered real property situ¬ 
ated in New York State up to 60 per cent of appraised value on 
nonresidential property, up to 66 % per cent on residential property, 
and up to 80 per cent of the first $10,000 of appraised value and 
50 per cent of the remainder on 20-year amortized single-family 
residences. 

8. Insured FHA bonds and mortgages on real property in New 
York State or in any adjoining state. 

9. (a) Mortgage bonds of certain domestic railroad companies, 
direct or assumed, including equipment trusts, which have at least 
500 miles of line, have annual revenues of at least $10,000,000 : 
have earned fixed charges at least one and one-half times in pre¬ 
vious year and in five out of six previous years, have paid cash 
dividends equal to one-fourth of fixed charges or earned fixed 
charges at least one and one-half times in previous year and in 
nine out of ten previous years, and have had no default in the past 
six years. (This provision was nonoperative from 1931 to 1938 
with respect to bonds previously legal. Subsequent to 1938, bonds 
had to show fixed charges earned at least once in five out of six 
test years preceding investment under a moratorium which ex¬ 
tended until 1941.) 11 

(b) Other bonds and debentures of companies included in the 
preceding paragraph which show all charges earned at least two 
times in previous year and in five out of six previous years, and 
which show a net income of $10,000,000 after all charges have 
been deducted. 


11 A striking picture of the decline in the position of railroad bonds is shown in 
the statement that approximately $7.6 billions in par value railroad bonds were 
"legal'’ in 1931 and less than $1.0 billion were eligible on the same basis in 1939. 
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10. Bonds of the Savings and Loan Bank of the State of New 
York. 

11. Consolidated debenture bonds of the Federal Land Banks, 
Federal Home Loan Banks, and Federal Intermediate Credit 
Banks. 

12. Mortgage bonds of certain domestic electric and gas com¬ 
panies that have annual operating revenues of at least $2,000,000, 
have earned fixed charges at least two times in previous year and 
2*2 times on an average basis for five previous years. The total of 
capital stock, any premiums thereon, and surplus must be at least 
equal to two-thirds of the debt. The bonds must be part of a 
minimum issue of $1,000,000, and must represent a first or refund- 
ing mortgage not exceeding 75 per cent of the value of the physi¬ 
cal property pledged. 

13. Bonds of certain domestic telephone companies that have 
annual operating revenues of at least $5,000,(HX), have earned 
fixed charges at least two times in previous year and on an average 
basis for five previous years. Bonds may be secured or unsecured, 
but in any event capital stock, premiums thereon, and surplus 
must at least equal two-thirds of aggregate funded debt. As in the 
case of other corporate bonds, such terms as "funded debt" and 
"net earnings" are carefully defined in the statute. 

14. Corporate interest-bearing obligations not otherwise eligi¬ 
ble, which, in the opinion of the State Banking Board, are suitable 
investments for savings banks. 

15. Stock in a Federal Reserve Bank and a Federal Home Loan 
Bank in an amount required for membership. 

16. Securities of any trust company or other corporation organ¬ 
ized under the law-s of New York State where all of the stock of 
•such companies is owned by not less than 20 savings banks, to the 
extent authorized by the Banking Department. 

17. Stock of New York State housing corporations under certain 
conditions. 

18. Obligations of various New York State public authorities. 

The maximum proportion of total assets that may be invested 
in certain of the preceding groups is as follows: real estate mort¬ 
gages, 65 per cent (exclusive of FHA-insured and VA-guaranteed 
mortgages); railroad obligations, 25 per cent; electric and gas 
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bonds, 25 per cent; telephone bonds, 25 per cent; real estate (for 
transaction of business), 25 per cent of surplus fund; housing 
projects, 15 per cent (or 50 per cent of surplus fund). 

The total face value of all securities on the legal list in New 
\ork and other states, excluding United States Government obli¬ 
gations and real estate mortgages, is enormous. Despite the eligi¬ 
bility of a huge total of available securities, the savings banks of 
the country had invested only 10 per cent of their total assets in 
this group, having placed around 50 per cent in United States 
Government securities and 40 per cent in real estate mortgages 
at the beginning of 1951.** 

Shifts in investment policy. During the 1930’s, the experience 
with mortgages and with corporate bonds, especially with railroad 
obligations, led to a sharp contraction of these two types of in¬ 
vestments of savings banks, and the marketability and favorable 
yield on government bonds induced a substantial increase in the 
holdings of these securities. During and following World War II, 
governments became the most important investment, in spite of 
their declining yields. As of December 31, 1950, mutual savings 
banks held $10.9 billions, or, as indicated above, approximately 
50 per cent of their total assets, in United States Government ob¬ 
ligations. It was discovered in the depression years that, while 
the need for liquidity was not so great as in the case of commercial 
banks, contraction in savings bank deposits could be sharp. Al¬ 
though the depression record of mutual savings banks was impres¬ 
sive, and suspensions virtually unknown, after the bank holiday in 
March, 1933, steps were taken to improve ability to meet large- 
scale withdrawals. Government bonds provided the required li¬ 
quidity, and the yield on very high-grade corporate bonds came 
so close to that on governments as to make the latter particularly 
attractive, especially the longer-term issues. Other precautions 
were also taken to enable them to raise large amounts of money in 
case of need, including membership in the Federal Deposit In¬ 
surance Corporation. At the end of 1950, 194, or 37 per cent, of 
the 529 mutual savings banks were insured by the Corporation; 
these insured banks held 71 per cent of the deposits of all mutual 
banks.* 3 

12 Annual Report of the Comptroller of the Currency, 1950, p. 162. 

• 3 Annual Report of the Federal Deposit Insurance Corporation. 1950. p. 56. 
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3. Investments of Savings and Loan Associations 

General investment characteristics. The general nature of sav¬ 
ings and loan associations was indicated in an earlier chapter. It 
was seen that their functions are (1) to act as a location for 
savings and (2) to lend on home mortgages. The association is 
the only specialized homeowner credit institution in the American 
financial system. More than 11,000,000 persons have saved or 
invested funds aggregating over $14 billions in the more than 
6,000 savings and loan associations throughout the United States. 
While these institutions are technically not depositories, they are 
so regarded by their account-holders. It is important that their 
assets be sound and that reasonable liquidity be maintained, al¬ 
though the need for liquidity is not so urgent as in the case of 
banks. 


Since the chief function of the association is to lend on home 
mortgages, it is not surprising to find that such investments com¬ 
prise between 70 and 80 per cent of total assets. Most of the 
balance is held in cash or in obligations of the United States Gov¬ 
ernment. The associations made 32 per cent of all of the “GI" 
home loans made to World War II veterans during the period 
1944-1950, and they are currently the source of about one-third 
oi all home loans obtained by all types of borrowers. 

The most important asset of the associations is the single-familv 
home loan. In addition, small flat buildings and some commercial 
properties are included in the associations’ lending operations. 
Principal and interest usually are paid in monthly installments, 
with maturities ranging from 12 to 25 years on installment loans, 
at interest rates of from 4 to 6 per cent (except FI IA and GI 
loans), with 5 per cent being the most common rate. 

In financing new construction, the typical ratio of the amount 
of the loan to the purchase price is around 70 per cent, with typi¬ 
cal maturities of 15 to 20 years. Throughout the savings associa¬ 
tion field, the major portion of the lending to finance new 
construction is represented by the conventional loan without the 
aid of government insurance. The maturities of loans to finance 
the purchase of existing homes average very considerably less 
t un 15 years, and FIIA and Cl loans are even less prominent." 

"Seen. 597. 
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Legal restrictions on investments. The investment of the share¬ 
holders’ money by Federal savings and loan associations and most 
state-chartered institutions is substantially limited to monthly 
amortized first-mortgage loans on homes and small apartments in 
the immediate and surrounding communities and obligations of 
the United States Government. In the case of Federal associations, 
not more than 15 per cent of the assets may be invested in the 
following types of loans combined: (1) loans in excess of $20,000; 
(2) loans on improved real estate other than homes (large resi¬ 
dential properties and commercial and industrial properties); (3) 
loans on improved real estate outside of the association’s lending 
area (within a radius of 50 miles of the office); (4) non-install¬ 
ment loans; (5) real estate owned other than the association 
office. Guaranteed loans are exempt from these provisions. Loans 
may be made on savings accounts, and small unsecured property- 
improvement leans repayable in monthly installments within 5 
years are permitted under certain conditions. Loans other than 
the forementioned are therefore concentrated in monthly install¬ 
ment loans on homes, not exceeding 80 per cent of value, with 
maturities limited to 20 years, except for FHA-insured loans and 
VA-guaranteed loans. This loan limit is substantially higher than 
is permitted for banks and insurance companies. 

The combined statement of condition of all operating savings 
and loan associations in the United States, showing the break¬ 
down of assets by major classes of investments, is given in Chap¬ 
ter 3. 

Secondary markets. The high degree of concentration of sav¬ 
ings and loan associations investments in mortgages might appear 
to be dangerous to the solvency of these institutions. But the type 
of loans made, the amortization feature, and the availability of a 
secondary market all contribute to soundness. This secondary 
market exists in insurance companies and in the Federal agencies 
which stand ready, as in the case of the Federal Home Loan 
Banks, to lend on mortgages or, as in the case of the Federal Na¬ 
tional Mortgage Association, to buy them. The latter organization, 
now a constituent agency of the Housing and Home Finance 
Agency, was formed for the purpose of establishing and maintain¬ 
ing a market for mortgages on homes, including large-size hous- 
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ing projects, insured by the Federal Housing Administration and 
the Veterans’ Administration. Since 1947, most of its purchases 
have been VA loans; total purchases in 1950 were slightly in 
excess of $1 billion. 1 ’ 


.md ll'inir Fii.ai.tt Agt-ntv. //oming Stutrtu*, January. 1!I3I. fif). 
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4. Tnistee Investments 

Nature of a trust. A trust involves the passing of title to prop¬ 
erty by deed or will (the estate) from an owner (the settlor-or 
testator, in the case of a trust created bv will) who creates the 
trust to a trustee who is to hold the property for the benefit of 
another, the beneficiary. There are many applications of the trust 
Principle. We are concerned here with the creation and adminis¬ 
tration of trusts designed to produce income for the beneficiary, 
who may be the trustor or another person or persons. The rela¬ 
tionship between the trustee and the beneficiaries is strictly fidu¬ 
ciary, and involves the highest degree of good faith and fidelity on 
the part of the trustee and of confidence on the part of the creator 
and the beneficiary. 

Individual trusts are created for a variety of purposes-for the 
support of dependents, the education of children, the support of 
educational or charitable organizations, pension and profit-sharing 
plans, retirement, to relieve the creator of the burden of manage¬ 
ment of funds, and many others. Any legally competent person 
may set up a trust by a simple agreement setting forth the identity 
of the trustee or trustees, the manner in which the funds deposited 
witli the trustee shall be invested, the distribution of the income 
from the estate, and the disposition of any principal to the re¬ 
mainderman when the trust terminates. 

Types of personal trusts. A trust created by will and which be¬ 
comes effective upon the death of the testator is known as a 
testamentary trust or trust under will. A living or voluntary trust 
is created by deed or declaration and becomes effective during 
the life of the maker, who may even designate himself as the 
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beneficiary. In a life insurance trust , the body of the trust consists 
of life insurance policies on the life of the creator, the proceeds of 
the policies being made payable to a trustee when due. The pur¬ 
pose of this type of trust is to provide flexibility in arrangements 
that will relieve the dependents of the responsibility of handling 
and investing and possibly mismanaging substantial sums of 
money. As an alternative to an insurance trust, the funds may be 
left with the insurance company and distributed under various 
settlement options; or the proceeds mav be made pavablc to the 
estate of the insured and thus pass into a testamentary trust 
created under his will 

Corporate trustees. Although individuals may be named as 
trustees, the grave responsibilities of the trust function and the 
growing complexities of securitv and proper!) management have 
been influential in creating a trend toward the appointment of 
corporate trustees, that is, of banks or trust companies as trustees. 
State banks have long been permitted under special state laws 
to act as trustees and to engage in other fiduciarv activities. Na¬ 
tional banks received this right in 1918. but not until they were 
gnen perpetual existence in 1927 was it practical lor them to 
• ngage in trust activities. Most large state and national commer¬ 
cial banks now have trust department* that perform a wide 
variety of functions lor individuals and corporations. Trust com¬ 
panies as such were originally formed to act as incorporated 
trustees, (.radually they took on commercial banking powers and 
activities, and in most slates trust companies arc* now permitted 
by law to perform all the functions of a bank. Today there are 
lew trust companies without banking powers. 

In the rendering ol trust service, the corporate trustee offers a 
iiiiinhcr ol advantages over the individual trustee that mav be 
summarized as follows: 


1. I , njirtual existence. Continuous administration of a trust is 
,m l >0,,;ml 1,01 ol,l > because the trust may extend over a long 
penod ol years, but also because the interruption of the perform¬ 
ance ol trust duties—say by the death of an individual trustee 

involves legal and accounting complications, not to mention 
possible changes in investment policy. 

2. I manciul responsibility. The corporate trustee, with its sub- 
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stantial resources, strict regulation, and segregation of trust assets, 
provides financial assurance that most individual trustees could 
not offer. Most states require trust companies and banks to deposit 
security for the faithful performance of trust functions. 

3. Business responsibility. A trust institution prospers only if it 
provides satisfactory service. Thus, the trust institution has a com¬ 
pelling incentive to efficiency and aggressiveness in caring for the 
trust that may not exist in the case of an individual trustee. 

4. Specialization. There is not only the advantage in a bank or 
trust company that its trust department is experienced in the 
handling of trust business. The bank or trust company also offers 
the services of specialists in a large department as well as the 
ancillary facilities of the banking department. 

The growth of the activities of corporate trustees in the United 
States is indicated by the following table. The data cover only 
national banks and therefore exclude an equally impressive show¬ 
ing for state banks. 


TRUST OPERATIONS OF NATIONAL BANKS 


Year 

Trust 

Departments 

Number of 
Individual 
Trusts 

Individual 

Trust 

Assets 

1930 . 

1,829 

79,912 

S 4,473,040,926 

1940 . 

1,540 

137,629 

9.345,416,682 

1950 . 

1,518 

191,874 

34,597,174,122 


Source: Annual Reports ol the Comptroller of the Currency. 


Based on the figures for national banks, it is estimated that in 
1951 all trust departments in the United States held personal trust 
property totalling $50 billions, or about $1 in trust assets for every 
$3 of deposits. 

Legal restrictions on trust investments. The investment policy 
of the trustee is governed by the instructions, if any, in the trust 
instrument. If investment powers are not specified, the trustee is 
restricted to investments permitted by the laws of the state of 
domicile. The instrument itself may designate the types of securi¬ 
ties to be purchased or may impose restrictions or limitations. But 
the trust agreement may provide for discretionary powers author¬ 
izing the trustee to buy any securities he wishes, subject only to 
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the exercise of his prudent judgement. A third alternative is the 
restriction to certain specific securities turned over at the incep¬ 
tion of the trust or to be purchased bv the trustee. It is particularly 
important that testamentary trusts provide the greatest flexibility 
in investment policy so that the trustee may fit the trust to the 
needs of the beneficiaries and under changing conditions obtain 
reasonable income commensurate with safetv. It is equally im¬ 
portant that a trust provide the trustee with adequate power of 
sale and purchase. 

State laws governing trust investment are far from uniform. In 
some the "legal list’ is strictly defined by a state board or com¬ 
mission. In others only the general qualifications of lcgals are set 
forth. In a growing number of states, however, the laws have 
been liberalized or court decisions have been rendered to permit 
the trustee to buy any securities, subject only to the "prudent 
man rule first set forth in Massachusetts over a century ago: 

All that can he required of a trustee to invest is that he shall conduct 
himsell faithfully and exercise a sound discretion, lie is to observe how 
men of prudence, discretion and intelligence manage their own affairs, 
not in regard to speculation hut in regard to tin* permanent disposition 
of their binds, considering the probable income, as well as the probable 
safety ol the capital to be invested. 1 


Prior to 1950, New York State represented an example of the 
strict type of statute. Trust investment was limited, with certain 
minor exceptions, to the same kinds of securities and mortgages 
in which savings banks of New York State were authorized to 
invest, unless other foims ol investments were specifically sanc¬ 
tioned by the trustor. When, in 1950. New York followed the lead 
of 21 other states, including Illinois, California, and Massachusetts, 
to adopt the prudent man rule which gives the trustee wide 
discretion in the selection of investments, a considerable impetus 
l'» the use ol common stocks for trust investment was felt. The 


potentiality lor .such investments is indicated by the fact that in 
the New York Kederal Reserve District at the end ol 1950 assets of 
individual trusts administered by national banks alone totalled 
SI2.7 billions.* 


Hao.iiil ( oll.gr v. Annul y, ‘I I'ltk.iuig I4(> ( IHiOl 
• Annual lU jnni ../ tin : Cnni/ttn'IUr .»/ tl„ * Cum in ij. I'J.50, |j. |‘)2. 



156 INSTITUTIONAL INVESTORS 

Common stocks as trust investments. The traditional attitude 
of trustees toward common stocks, with the exception of Massa¬ 
chusetts and a few other states where equities have been looked 
upon with favor for many years, is that they lack the stability of 
income and market value that is required in a trust fund. Invest¬ 
ment in stocks and in real estate was regarded as equivalent to 
partnership in business ventures with the speculative risks that 
such a position inevitably involved. 

The trend toward the “prudent man” rule is explained by three 
factors: (1) the low yields available on high-grade bonds and 
other legals ; (2) the rise in the cost of living and the need for 
protecting the principal fund from the wasting effects of inflation; 
and (3) the recognition of the greater income and the adequate 
stability of a well-selected list of seasoned high-quality stocks. 
Even before the prudent man’ rule was adopted in New York, a 
very substantial proportion of the assets held by New York trusts 
of the discretionary type consisted of common stock. 

The new New York State law permits fiduciaries to invest up 
to 35 per cent of restricted trust funds in "such securities as would 
be acquired by prudent men of discretion and intelligence in such 
matters who are seeking a reasonable income and the preservation 
of their capital.*’ Subject to the interpretation of "prudence,” 
funds may be placed in bonds not on the legal list, as well as in 
preferred and common stocks of domestic corporations. Except 
for bank and insurance company stocks, only those common stocks 
fully listed on a national securities exchange may be considered. 
This new statute was preceded by a study which showed the com¬ 
parative performance of 44 restricted and 89 unrestricted trusts 
of 16 banks for which 1926 principal valuations were available. 3 
The unrestricted trusts showed a greater decline from 1929 valua¬ 
tions but complete recovery by 1947; they also showed greater 
stability of income and a higher average income over the period 
than did the restricted trusts. 


1 A Report by the Trust Investment Study Committee, Trust Division, New York 
State Bankers Association, 1949. In addition to a study of the performance of a 
sample of New York trusts, the report makes a thorough investigation of the per¬ 
formance of the New York legal list and of the price record and rates of return 
on various groups of bonds and stocks as represented by well-known averages. It 
concludes with an illustratee statute that formed the prototype of the New York law 
that itccainc effective July 1, 1950. 
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The trend toward common stocks as trust investments will not 
cause a great rush into the common stock field. Fiduciaries are 
still limited by a long line of court decisions, precedents, and ex¬ 
perience that will cause them to select only seasoned high-grade 
stocks with long dividend records and above-average market sta¬ 
bility. Trustees will still be obliged to exercise prudent care; but 
their ability to keep their funds productive will, theoreticallv at 
least, he enhanced bv the expansion of the legal list. Only time will 
show the results of the changes in law and investment police.' 

Common trusts. The matter of handling trusts of small size on 
a profitable basis while obtaining safetx and diversification has 
long been a problem lor trustees. Safety and licjuiditv mav be ob¬ 
tained by restricting such funds to high-grade bonds, with empha¬ 
sis on United States Covcrnmciit obligations. Hut such a police is 
employed at a sacrifice of income and protection against inflation. 
Another alternative that is rapidlx growing in favor is the use of 
the (oinmon trust, in which a number of trust funds are combined 
lor purposes ol economs and efficiency of administration. Such 
consolidated funds are permitted h\ legislation or court decision 
in o\ei id states Although state banking institutions must operate 
common hosts m accoidance with the laws ol the state in which 
Hu bank is located, national banks must follow a uniform plan as 
laid down b\ the Hoard of (*o\eiiior^ ol the Federal Reserve Svs- 
h ui I he maximum participation ol anv one loud is restricted to 
MhhlMJh j„ ordei to limit the host to small binds on which ad¬ 
ministration expenses are rel .hxelx high and in which adequate; 
diversification ol nsk is chilli nit to obtain. The trust max not 


H'vesl more than 10 |m-i cent ol its asse ts m single enterprise 
"du i thin t mhd States < •oxi-iumenl seem dies, (.ash and readilx' 
marketable see unties de fine el as subjec t to liecpient dealings in 
" a<l\ iii.nke ls should comprise about 10 per cent ol the- trust. 
F.ii tie ipahons and wilhehaxxals aie pe imitte el onlv on epiartcrlx 
x.ihialion date s. I’lmds max not paiheipale- in a common trust if 
•HI\ asse ts in the Oust .„»• illegal loi (he fund to hold or il the trust 
•iglceiiient does not sane tiou the ai laiigemeiit. 
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The common trust fund provides diversification and flexibility 
not otherwise obtainable in small trusts, as well as the possibility 
of a larger income. It is an innovation that many ultra-conservative 
trust departments have been reluctant to adopt, but its use has 
grown steadily. In a survey of such funds made in 1951, it was 
reported that 11 / common trust funds were then being operated 
by banks and trust companies in 23 states and the District of Co¬ 
lumbia. Seventy-three of these reported a total of $535.9 millions 
invested, with an average fund of $7.3 millions. The investments 
of these 73 funds, all of the “discretionary” type, were distributed 
as follows: Government bonds, 35.0 per cent; other bonds, 9.3 per 
cent; preferred stocks, 15.1 per cent; common stocks, 39.2 per cent; 
cash and other assets, 1.4 per cent. 5 If experience with such funds 
proves favorable, and as the “prudent man” rule is extended and 
put into operation, it is likely that the common trust fund will 
become increasingly significant. 

Investment procedure. The investment procedure of a trustee 
is complicated by the fact that the wishes of not one or two but 
often of three parties must be respected-namely, the trustor who 
created the trust, the present beneficiaries who are entitled to the 
income from the fund, and the ultimate beneficiaries who will 
receive the principal of the fund at the expiration of the trust. 

It is not uncommon for trustors to make restrictions that hamper 
the trustee. In some cases, the trustee is required to hold certain 
securities which might better be sold. In other cases, the trustee 
is not given the power to purchase certain securities which in his 
judgment would be appropriate for the purpose. 

The present beneficiaries in a trust fund, who desire as high a 
rate of income as might reasonably be expected, naturally object 
to any attempt on the part of the trustees to buy only the very 
safest securities, on which the rate of return is low. On the other 
hand, the trustee must be mindful of the ultimate beneficiaries, 
called remaindermen,” who are entitled to the principal of the 
fund as nearly intact as conservative stewardship can preserve it. 
Between the opposing viewpoints, the trustee must steer a middle 
course, concentrating neither in the highest-grade issues with low 


5 Trusts and Estates, June, 1951, p. 364. 
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yields nor in the low-grade issues with high yields. As safety of 
principal is paramount, however, he must not go below medium- 
grade issues and should prefer the higher-grade issues. In a market 
where the yield on the best grade of long-term bonds is about 3 
per cent, an average rate of return as high as 5 per cent would be 
an unreasonable expectation from a conscientious trustee. 

It is universally held that it is outside the dutv of a trustee to 
increase the value of a fund. Appreciation should be eliminated 
on the general principle that, in testamentary cases at least, death 
should end the risk of accumulation. The argument in favor of 
common stocks for trust accounts should be settled on the basis 
of income prospects rather than appreciation possibilities, unless 
it is maintained th.it the duty of the trustee is to preserve purchas¬ 
ing power as well as dollars. 

Generalizations concerning the investment poliev of trustees 
an* difficult il not impossible to make, because each fund differs 
in si/e and in ici|niremcnts from every other one. The emphasis is, 
°f course, on production of reasonable income and preservation of 
principal, but within these general limitations many variations in 
investment policy must be expected. Trust olli eers. by the vorv 
miluieol then fiduciary position must always lean to the conser¬ 
vative side. 

5. Investment of Endowments 

I lie endowed hinds ol charitable, religious, and educational 
institutions me administered by trustees who are limited in their 

investment policy only l>y the general obligation to maximize 
ineomc as lar as is consistent with safety and (ordinarilv ) to pre- 
'nve the principal, they are not hound by the regulations gov¬ 
erning the adiiiinistiutiuii ol trust luuds ol fiduciaries proper. 

11'*' •'dminisU ling ol endowment funds need not provide for 
dun model ate li<|iiidit\. The general goal is reasonable in- 
1 ol,, e ;, "d bill employment of luuds, and marketability is of sec- 
""d.u v impoi lance. I he tax status ol M-curilies is not an investment 
consideration since, bring non profit organizations, the income 
bon, endow mi nts in tax exempt , ;l | the time ol writing). Nor is 
‘ •'| ,l, - , l appirelation as such an important goal, although through 
Ike purchase ol common stocks an approach is made toward 
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maintaining the purchasing power of the principal and income in 
the face of rising prices. 

The traditional investment policy of most endowments was to 
emphasize bonds, preferred stocks, and mortgages, but in recent 
years a decided shift toward investment in common stocks has 
taken place. A survey of the investment policies of 59 educational 
institutions in 1947 revealed that as of 1946, common stocks com¬ 
prised 30 per cent of the book value of their endowments. 6 A 1951 
survey of 24 institutions shows common stocks at 40 per cent of 
portfolios. 7 The decline in income from senior securities, the rise 
in costs of operation, and the decline in gifts, together with the 
growing recognition of the investment qualities of well-selected 
high-grade common stocks, are responsible for the trend toward 
equities. As of 1950, Harvard University had 44 per cent of its 
endowment in common stocks; the total fund produced an average 
return of 3.7 per cent on book value. Stanford University had 39 
per cent of its endowment investments in common stocks, and the 
average return on investments in merged endowment funds was 
4.3 per cent. Wesleyan University’s exceptional return of 5.8 per 
cent was attributable to the fact that 77.6 per cent of its endow¬ 
ment was placed in common stocks. 

Another interesting development in college and university fi¬ 
nance has been the growing investment of endowment funds in 
business enterprises and income-producing real estate, including 
property acquired from business firms and leased back to the latter 
under a sale-lease arrangement. Many colleges and universities 
are very definitely in business. The surveys referred to above 
indicate that about 10 per cent of total collegiate endowment is 
now invested in this form.' 1 The figure suggests the efforts that are 
being made to increase the rate of return on endowment in the 
face of rising costs. The tax-exemption enjoyed on such property 
is currently a matter of considerable controversy. 

In the administration of their security portfolios, some institu¬ 
tions have turned to the use of formula timing plans as guides for 
the switching from defensive to offensive securities in falling and 


'• Scudder, Stevens & Clark. Survey of University and Colletie Endowment Funds 
(New York. 1947). b 

7 John S. Bowen, "College Investments," Barron's, June 25, 1951, p. 5. 

* See footnotes 6 and 7, Supra. 
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rising markets. Considerable success is claimed for some of these 
plans. 5 

6. Life Insurance Company Investments 

Scope of the industry. The most important single type of savings 
institution is the life insurance company. At the end of 1950, 
there were approximately 6(H) domestic legal-reserve life insurance 
companies, with combined assets of $64 billions. Among these 
companies there were 13, each with resources of $1 billion or 
more, that operated on a national basis and together accounted 
for nearly three-cjuartcrs of the industry's total resources. Xinetv 
per cent of the industry's assets were owned b\ 49 companies. 

I he grow th of the life insurance company group is indicated bv 
the following figures as of the end of selected years (dollar figures 
in billions I: 


SKI.I < III) |)VI \ ON I.IKK INSl |< \\< K ( DM PAM MS 

I III liillliolis <i| ilnll.iiN 


V*;ir 

T.4.1 

IMi.y 

’1 ut.il 

IllMIf.lltCl 


Hl’VlU'N 

ll„ nine 

in Kura* 

PUN) 

$ ITU 

S 1 III 

• 

S S.."02 

I'llO 

is:o 

1.220 

• 

10 101 

l'#2f) 

7 120 

0 i IS 

S 1.701 

I2.2M 

|07.!)IS 

mo 

IS Ssu 

10 211 

1 *01 

mo 

Ml S02 

27 2 IS 

-»o r »s 

117.701 

IT»0 

0 1.0S 1 

•’» 1.027 

11 :2 m M 

2II.0SI 

* .ii iil.iM, 

v, tnr.i Imfiiuii 

»| I lie It..II, 

It* I /w.f fuNli 

< •■•IIU.ll 1 


1 lie iinpoi t; 

im e ol lit 

i- insiiranee < 

ompanies as 

imeslors is a 


per 


" ll "' 1 s per IT. I state and iiiiinic-ipal l.omls, 

. .. nl all nl tlir liindrd del it of Class I railroads' 

M)IIH-Iliiii|« mori' than oik- lull ol tlic del>l „f ||„. puUlie ll( j|j| N - 

l " ,l " s,r .'- . 1 |>ro|H)rlions ol ll,.- dolil ol mam industrial 

“roups and ol mortgages. I Iits arc current I v “rciwin" a( flic rate 
of out $4 billions pi-r vear. 


S'f 1. 1.1 .1, I ninlihsmi. Suce^ful Int rifing I annular (llmtoir 
iiNiMni* < •»ni|».ii.\ lin . |!||7 i. 

S.MU..S I..NUI..I. nl III.* llr.UI .11,(1- H, H ,l 

1 1.lit- l.illotlll). 


H.irrnn’s Pul). 
I hr S jH’Clalor 



162 INSTITUTIONAL INVESTORS 

As of 1950, about 90 per cent of the assets of life insurance com¬ 
panies were owned by mutual companies, that is, companies 
owned by the policyholders and managed by directors elected by 
them. The balance is owned bv stock companies operated for their 
owners like any other corporation. Most of the insurance sold by 
mutuals is of the participating type in which the policyholders 
share in the net earnings of the company through participation 
“dividends.” 


Sources of funds for investment. The funds to be invested by 
life insurance companies are derived from premium payments. 
Their continual great growth reflects continuous sales of new in¬ 
surance and, in addition, the accretion of funds from level-pre¬ 
mium receipts and from interest earnings on those funds. As 
indicated in Chapter 4, most life insurance policies require an 
annual premium that is more than sufficient in the earlier years 
t° meet death losses, and the excess is held in the form of a policy 
reserve to cover claims in later years when the annual premium 
is insufficient. The company accumulates this reserve at a rate of 
interest guaranteed in advance and specified in the insurance 
contract. The problem of investment is to earn this rate and at 
the same time maintain sufficient liquidity to meet death claims 
and withdrawal or borrowing of the reserve. If the actual rate 
earned falls below the assumed or guaranteed rate, the company 
must make up the difference by savings in operating costs or 
mortality experience, or else increase its premium rates on new 
contracts. If the premium payments plus the income on invest¬ 
ments exceeds death claims and expenses and the necessary addi¬ 
tions to reserves, a surplus arises which may be distributed to the 
holders of participating policies or to the stockholders, in the case 
of stock companies. 

The nature of the life insurance business permits the establish¬ 
ment of a conservative yet somewhat flexible investment policy. 

In the first place, the liabilities of a life insurance company are 
essentially long-term obligations, thus permitting investment in 
longer-term, less marketable issues which offer the more attractive 
rates of return. In the second place, revenue is constantly being 
received in the form of premium payments based on actuarial 
calculations, income from investments, and redemption of securi¬ 
ties in such volume as to keep a degree of liquidity adequate for 
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death claims and for such emergency needs as might arise out of a 
sudden demand for policy loans. In the third place, the premium 
rates charged to policyholders assume a moderate rate of return 
on investments, thereby eliminating any necessity of obtaining 
yields higher than those provided by high-grade securities. And 
last, but not least, the life insurance companies can afford invest¬ 
ment departments qualified to make an intelligent analysis of 
available securities and to maintain the most careful supervision 
of securities owned. 

The principles which underlie the investment policy of life in¬ 
surance companies were concisely stated in an address of the 
president of one of the largest companies: 

1. The tradition of priority of liens, supported bv reasonable 
earnings, strong ownership, and ample equities. 

2. I he tradition of invariable amortization of mortgage loans, 
correcting changes or overestimates in market value. 

3. 1 lie tradition of diversification of investments, as to general 
character, location, and number. 

'\j I he tradition of constant analysis and criticism of holdings. 

5. I lie tradition of moderation as to income yield being an ac¬ 
curate yardstick of quality. 

6. The tradition of honest eharge-ofls at frequent inter vals, cor¬ 
recting errors of judgment. 1 


Since the obligations of the life* insurance company are ex¬ 
pressed in terms ol a definite number of dollars, there is no neces¬ 
sity of pros icling lor a hedge against inflation. Safety of principal, 
adequate yield, and moderate liquidity are the keynotes of in- 
vostinent policv. 

Investment restrictions. I lie high degree of public interest with 
which life insurance companies are vested, arising from their 
commitments to millions ol policy holders and their role as savings 
institutions, requires strict regulation of their operations in gen- 
‘■'•d and ol their investment policies in particular. Life insurance 
companies operate und.. stale charters and are subject to rcgula- 
1,0,1 l> > l,u ‘ hisurance commissioners ol the \arious states in which 

the\ do business. In addition, the character of their investments 


'■ 1 .OM, InustuHut JW, an, l hml.lna.y In Willi*,., A. a<ldrey. 

,l Uir AsmmiuInm, ol Ulc 1i.mii.iik.- 1'roul, „u, Dwvmlxr 10. IH J1 


Ik- 



164 INSTITUTIONAL INVESTORS 

is set forth by state statute. Those companies that operate on a 
national scale must comply with the investment laws in their sev¬ 
eral home states and, to some extent, in the other states in which 
they operate. Thus, the requirements of the most stringent of 
these states determines the level of investment quality for the 
particular company. The degree of state regulation and super¬ 
vision varies considerably, but the general pattern runs as follows: 

(1) Federal, state, and local government obligations are approved 
without limit as to the proportion of total assets that may be so 
invested; (2) corporate bonds, debentures, and direct business 
loans are restricted to the higher-grade issues-limitations are im¬ 
posed with respect to the percentage of total assets so invested, 
as well as requirements for adequate earnings in relation to fixed 
charges; (3) real estate first mortgages are generally approved, 
subject to certain limitations on the amount lent in relation to the 
value of the real estate mortgaged (often a two-thirds limit); (4) 
common and preferred stocks are prohibited in one-third of the 
states, and where permitted, they are restricted to a small per¬ 
centage of total assets and strict asset and earnings standards are 
required; (5) investment in real estate, other than company-used 
property, is generally restricted, although in recent years most 
states have permitted investment in rental housing and redevelop¬ 
ment projects and certain types of commercial and industrial prop¬ 
erty up to a modest percentage of total assets; (6) loans to 
policyholders equal to the reserve value of their respective policies 
are authorized in every jurisdiction. 

Companies with home offices in New York State do about 40 
per cent of the life insurance business, and the New York laws 
have been used as models bv a number of other states. Two gen¬ 
eral sets of investment regulations apply in the state: (1) those 
governing the investment of minimum capital which are required 
for domiciled companies and the securities that must be deposited 
by foreign companies admitted to do business within the state; 
and (2) those governing the bulk of the funds, namely, policy 
reserves plus anv balance over minimum capital requirements and 
surplus. The first group may include only Federal obligations, 
New ^ ork State and municipal obligations, obligations of other 
states, and mortgage loans. The second group includes the first- 
mentioned types plus the following: 
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1. Collateral trust bonds on which the interest has been earned 
at least l.N times during each of any three years, including the last 
two years, of the last five years. 

2. Unsecured bonds on which the fixed charges have been 
earned at least 1!* times during the last five years, including the 
last year. 

•3. Contingent interest l>onds. where the average annual fixed 
and minimum contingent interest has been earned at least I 1 * 
times during the last fix c* years, including the last two wars. 

4. Preferred and guaranteed stocks, where fixed interest, con¬ 
tingent interest, and dividends haw met the standards set forth 
in =3 ahow. Such investments arc- limited to 10 per ce nt ot the* 
stoc k ol the- issue r and 2 per cent ot the admitted assets ol the* 
insurance company. 

5. I rustees’ and receivers’ certificates. 

6 Kf|iiipnient trust certificates. 

Rankers ac ccpl.uices and bills ol exchange. 

S. l iist mortgage bonds and loans on unciic umbered real prop- 
eitv fix ali-d in tin* l niled States not exceeding two-thiids ol (he 
value ol the piopeitv except on guaranteed loans lo veterans. 
Mortgage loans on auv on, piopeitv are limited lo S25(MM» or 2 
p«i cent ol admitted assets, uhiehewi is tI m giealer. The maxi- 
mum investment in all inoilg.ige loans is |ti per « cut ol admitted 
assets * exclusive ol I 11 \ and vein.ms loans). 

•I Rum base monev inoilg.iges 

Rt HlA-insmcd and \ A-giiaianteed moilgages. 

II. I list Imi Iionds and moilgages sec uied bv New Muk hous¬ 
ing pro jet Is m New M.ik Stale guai.ml«-ed lo at least Ml per cent 

nndri I ille III olthe Seivic emeu s Read|iisluieiil \« I ol |‘)ll. 

12 Income-produc ing real e state olhei than that used lor the 
eundiiet ol business oi aec|iiued in salislaeliou ol loans, not in 
e\i ess ol :J pn eeiil ol admitted asse ts. 

I >. Housing projects. not to exceed 10 pn c e nt ol admitted 
assets. 

IT ('an.idiaii giiveinmenl bonds up to 10 per c e nt ol total ad¬ 
mitted assets. 

I > Moc k ol dclientmes ol auv housing enmp.mv orgaui/.ed 
nndn the public housing law o| the state-. 

It> Slock ol .i I eeln.d Home- Loan Rank. 
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17. Obligations of the International Bank for Reconstruction 
and Development not in excess of 5 per cent of total admitted 

assets. 

18. Policy loans. 

19. Common stocks, up to 3 per cent of admitted assets or one- 
third of surplus, whichever is the smaller. 

Newer forms of investments. Provisions such as the foregoing 
would appear to give life insurance companies sufficient flexibility 
and scope in their investment policy without any need for depart¬ 
ing from the traditional forms of securities and other investment 
media. But in recent years the earning rate produced on invest¬ 
ments has tended to decline, following closely the interest rates 
on United States Government securities and high-grade corporate 
bonds. The net rate of return earned by United States life insur¬ 
ance investments on their aggregate mean ledger assets in 1930 
and from 1940 to 1950 has been: 12 


1930 . 

. 5 . 05 % 

1945 . 

.3.07* 

1940 . 

.3.45 

1946 . 

.2.92 

1941 . 

. 3.41 

1947 . 

. 2.88 

1942 . 

. 3.40 

1948 

2 96 

1943 . 

.3.29 

1949 . 

.3.04 

1944 . 

.3.19 

1950 . 

.3.09 


Such rates are in sharp contrast to the average for the 1930s (4.10 
per cent). Two courses of action have been taken to offset the de¬ 
clining rates of earnings: (1) most companies have reduced the 
interest rate guaranteed in new policies, in some cases to as low 
as 2 per cent; (2) new forms of investment have been developed 
within the framework of the law in an effort to increase average 
earnings. 

One of the most interesting departures from tradition has been 
the development of term loans to business. Insurance companies 
are now active competitors of commercial banks in this respect. 
Another departure has been the “private placement” by which a 
corporate issuer negotiates directly with the insurance company 
for the sale of an issue of securities. At first sight this may not seem 
very different from the purchase of bonds in the market; the sig¬ 
nificance to the insurance company is that it is responsible for 
seeing that adequate provisions are included in the indenture of 


12 Source: Institute of Life Insurance, Life Insurance Fact Book. 
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the bond issue for its own protection, since such an issue does not 
go through the hands of an investment banker. 

Another development lias been the emphasis, within the legal 
limits, on the purchase of real estate for income and on the con¬ 
struction of housing and business property. Of particular interest 
is the sale-lease arrangement by which the insurance company 
acquires or constructs improvements that are leased back to the 
business user. The net return on such investments mav run as high 
as 4 per cent. 

A fourth development has been the growing pressure for re¬ 
laxation of state laws to permit the purchase of common stocks. 
As indicated previously, about two-thirds of the states now per¬ 
mit the purchase of common stock by life insurance companies, 
up to a small percentage of total assets. The lack of a wide selec¬ 
tion of high-grade bonds and the low yields on such securities 
have encouraged the movement toward equities. And even in 
those states, such as New York and Pennsylvania, where common 
stock purchase is permitted, management has been reluctant to 
change from its conservative attitude to take the greater risks that 
would be involved in such equities 

In the spring of 1951, the New York State insurance law was 
amended to permit insurance companies domiciled in that state to 
make limited investments in common stocks. Through this amend¬ 
ment New York companies are allowed common stock investments 
up to 3 per cent of admitted assets, or one-third of surplus, which¬ 
ever is the smaller. Since surplus is usually less than 3 per cent of 
assets, the legal limit is provided for most companies. Holdings of 
the common stock of any one corporation are limited to one-tenth 
of one per cent of the life insurance company’s assets and to 2 per 
cent of the issuing corporation’s outstanding stock. To be eligible 
for insurance company investment, the stock must meet the fol¬ 
lowing requirements: ( 1 ) the stock must be listed on an exchange 
registered with the Securities and Exchange Commission; (2) 
dividends must have been paid for ten years prior to acquisition 
date, and the company must have earned during such period an 
average annual rate of 4 per cent of par or of the issue price; 

' f tbe bonds and preferred stock, if any, of the issuer must 
el,g,ble f ° r insurance company investment; (4) purchase of 
insurance and bank stocks is not permitted. 
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This change in the New York law opens up a large potential 
market for qualified securities by opening up a new field for New 
York companies and for out-of-state companies doing business in 
New York. However, the increase in common stock investments 
over the figure shown later in this chapter is likely to be slow, 
since many companies are either unwilling or unprepared to ex¬ 
pand into the common stock field. 

Much of the appeal of common stocks grows out of the need 
for a higher rate of return, as indicated above. But an even greater 
problem is the need for adequate outlets for the vast sums being 
accumulated bv the insurance companies. Each year, between 
S3!* billions and $4 billions of new monev needs to be invested, 
together with possibly $2 billions of funds from maturing assets. 
What shall be done with this money? High-grade corporate bonds, 
although appropriate in character, yield a return only slightly 
above that on Federal obligations, and a substantial change in in¬ 
terest rates could so lower their value as to impair seriously the 
surplus reserves of the companies. There are not enough of these 
obligations, together with mortgages, to soak up the insurance 
funds seeking investment. Loans to business and investment in 
housing projects and commercial income-producing real estate 
offer possibilities, but these are limited and the managerial costs 
are high. The vast supply of common stocks would appear to offer 
intriguing possibilities for insurance investment. Wise selection 
and adequate diversification in sound companies would produce a 
generous return and enable the companies to build up their re¬ 
serves. 

Against this point of view are the arguments that: (1) the 
amount and timing of dividends are uncertain, whereas the com¬ 
panies must accumulate their policy reserves on the assumption 
of a “guaranteed" rate of interest; (2) common stocks are subject 
to wide price swings that would impair the reserves of the com¬ 
panies in depressed markets; (3) even the supply of sound com¬ 
mon stocks is inadequate in relation to the rate at which insurance 
company assets are growing. Such arguments will probably con¬ 
tinue to dominate the thinking of the public, the insurance com¬ 
pany managements, and the legislatures, and will restrict the 
investment in common stocks at the expense of lower earnings 
and higher premiums on policies. 
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Investment policy. An examination of the investment holdings 
of American life insurance companies indicates some significant 
changes in investment policy. The following table shows the per¬ 
centage breakdown of the assets of United States legal-reserve 
companies at the end of 1930, 1940, and 1950 (amounts in billions 


of dollars): 13 


Anil. 

1930 

Per Cent 

Bonds: 

U. S. Government 

$ .3 

1.8$ 

State and municipal 

1.0 

5.4 

Foreign . 

.1 

.6 

Railroad.. 

2.9 

15.4 

Utility . 

1.6 

8.6 

Industrial and misc. 

.4 

1.9 

Total IhhuIs. 

$ 6.3 

33.7 

Mortgage*: 

Farm . 

2.1 

10.9 

Other . 

5.5 

29.2 

Total mortgages 

$ 7.6 

40.1 

Policy loans. 

2.8 

14.9 

Slocks . 

.5 

2.4 

Heal estate. 

.5 

2.9 

Cash and misc. 

1.1 

6.0 

Total . 

$18.8 

100.01 


1940 1950 


Amt. 

Per Cent 

Amt. 

Per Cent 

$ 5.9 

19.0$ 

$13.4 

21.0$ 

2.4 

7.7 

1.6 

2.4 

.1 

.4 

1.1 

1.7 

2.8 

9.2 

3.2 

5.0 

4.3 

13.8 

10.6 

16.5 

1.5 

5.0 

9.5 

14.9 

$17.0 

55.1 

$39.4 

61.5 

.9 

2.9 

1.3 

2.0 

5.1 

16.4 

14.8 

23.2 


— ■ —■ 

■ ■■ ■■■ 


$ 6.0 

19.3 

$16.1 

25.2 

3.1 

10.0 

2.4 

3.8 

.5 

1.8 

2.1 

3.3 

2.0 

6.7 

1.4 

2.2 

2.2 

7.1 

2.6 

4.0 

$30.8 

100.0$ 

$64.0 

100.0$ 


Some interesting shifts are revealed in the above figures. The 
growth in United States Government securities between 1930 and 
1910 reflects the growth of government debt in the depression 
and recovery years. As a result of World War 11. governments 
rose to a peak of $21.6 billions, or 45 per cent of total assets (end 
ol 1946). The insurance companies subsequently reduced their 
holdings substantially in order to prov ide more funds for business 
capital and mortgage financing and to improve their rate of earn- 
mgs. Nevertheless, at the end of 1950. the holdings of $13.4 bil¬ 
lions represented 21 per cent of life insurance company assets. 
I Ins figure reflects the difficulty on the part of the companies to 

" , other ade 4 u atc outlets for the vast sums accruing to them 
each year. ° 

Kailroad bonds form a smaller portion of life insurance company 
investments today than at any time since the 1880's. Around 1900 
t hey w ere the largest single type of investments held, and in the 

Source: Institute of Life Insurance. Life Imurance Fad Hook (Annual). 
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middle twenties they amounted to one-fifth of total assets. The 
depression of the thirties, with its disastrous effects on the railroad 
industry, together with the growth of new industries in recent 
years, caused a diversion of funds into utility and industrial bonds. 
As the table above reveals, investments in the two latter groups 
now greatly exceeds investments in rails. The increase in utility 
holdings to 16.5 per cent of total assets reflects the important part 
that the insurance companies have played in the growth of that in¬ 
dustry. Growth of industrial holdings has been spectacular in the 
past two decades, reflecting the changes in the legal restrictions, 
the search for new investments, and the rise in the investment 
status of the stronger industrial corporations. 

Real estate mortgages have always formed a significant segment 
of life insurance company investments, but their relative impor¬ 
tance has changed greatly over the years. The experience in the 
depression years of the 1930’s and the lack of marketability of 
mortgages, together with the appeal of corporate bonds, has re¬ 
sulted in a shift that has reduced mortgages from the most im¬ 
portant single type of investment to one of only substantial pro¬ 
portions. The low point was reached in 1946, when this type 
accounted for less than 15 per cent of total assets. Since that year, 
FI I A, VA, and other mortgages on domestic and commercial 
properties have increased substantially, bringing the 1950 figure 
to $16.5 billions, or 25.2 per cent of total assets—about the same 
proportion as in 1934.' * 

Policy loans reach their highest levels during depressions, when 
they serve a useful purpose in helping to tide policyholders over 
periods of stress. They reached a peak of $3.8 billions, or 18.3 per 
cent of total assets, at the end of 1932, and reached their lowest 
point of $1.9 billions in 1946. That they do not vanish entirely in 
good times is indicated by the $2.4 billions outstanding at the end 
of 1950. 

Study of investment figures over the years shows a constantly 
changing pattern. It is likely that the relative importance of gov¬ 
ernment holdings will continue to decrease and that non-housing 
real estate, rental housing, industrial securities, and possibly stocks 
will show important increases over the next decade. 

11 See Chapter 30 for additional discussion of mortgage loans by insurance 
companies. 
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Scope. The purpose of this chapter is to apply the material in 
earlier chapters concerning investment media and investment 
principles to the problems of investment bv individuals. The order 
of discussion is: (1) review of investment media, (2) factors mak¬ 
ing for individual differences, (3) application of investment 
principles, (4) investments of the young family, (5) the estab¬ 
lished professional man, (6) the established business man, (7) 
the widow or retired couple, (8) the wealthy investor. 

Review of investment media. Chapters 2 to 6 inclusive were 
concerned with a description of the various media of investments. 
Emphasis was placed on savings institutions and corporate se¬ 
curities. Three major types of media were omitted from the dis¬ 
cussion: (1) government securities, both foreign and domestic 
(other than United States Savings Bonds); (2) shares in financial 
companies and investment companies; and (3) real estate and real 
estate securities. It is felt that the general description of these 
types should be combined with the techniques of analysis that may 
be applied to them, as set forth in the later chapters devoted to 
these groups. 

One conclusion that may be drawn from the description of in¬ 
vestment media is that there is available a surprising variety of 
types. No one type or group is likely to suit the needs and purposes 
of the investor, but various combinations are available that may 
satisfy his requirements. The investor owes it to himself to be 
acquainted with all possibilities. A second conclusion is that, with 
a few notable exceptions, such as insured bank accounts and 
Federal obligations, it is difficult if not impossible to generalize 
about the investment merits of any class of media, because of the 
range of quality within each class. The investors problem is ob¬ 
viously not solved unless he is able to choose discriminatcly within 
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the group or type that in general seems most feasible for his pro¬ 
gram. 

Factors making for individual differences. Individuals and their 
needs are affected bv such a wide variety of factors that it is im¬ 
possible to generalize concerning their investment objectives or 
the means by which these objectives are to be accomplished. 
\ ariations occur with respect to such matters as amount of funds 
available for investment, the size of the total resources of the in¬ 
vesting individual or unit, his or their age, health, training, tem¬ 
perament, and ability to manage their own affairs, the number of 
dependents to be cared for, the amount of time and attention that 
can be devoted to financial affairs, social and personal ambitions, 
and many others. All of these will cause each investor’s problem 
to be somewhat different from that of all other investors, in small 
or in large degree. However, in spite of the fact that these differ¬ 
ences do exist, an approach may be made toward itemizing com¬ 
monly found investment objectives and the principles that should 
govern investment for the attainment of these goals. 

Application of investment principles. The following discussion 
is based on certain common investment objectives and the applica¬ 
tion to these aims of the general principles of investment manage¬ 
ment discussed in previous chapters. The order of priority and the 
portion of the savings to be devoted to each objective will, of 
course, vary from case to case. Obviously, the size of the funds 
that can be devoted to investment restricts or widens the objec¬ 
tives that can reasonably be attained. In budgets allowing for very 
modest savings, the only objectives that can be obtained are those 
at the top of the suggested list. As annual savings increase or are 
accumulated, the objectives can be widened and more risk can be 
taken. And the objectives themselves will change through the 
years with the changing circumstances of the investing individual 
or family. 

1. Emergency funds. A reserve of from three to six months’ 
income to take care of any number of sudden hazards or drains 
that confront most investors is high on the priority list. Together 
with life insurance, it enjoys first place in most programs. The 
possibility of sudden stoppage of income (other than through the 
death of the income-producer), sudden expenditures not provided 
for by casualty and property insurance, unexpected personal ex- 
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penses, and many other items suggest that some portion of savings 
be maintained in cash or in otherwise highlv liquid form. The 
inherent conservativeness of the investor will also affect his feel¬ 
ing concerning the need for eminently liquid resources available 

on verv short notice. 

* 

The sole requirement for emergency funds is recovery of dollars 
when needed, and only very modest income can be expected from 
this portion of the fund. It is held in the form of bank demand or 
savings deposits. Accounts in savings and loan associations. Sav¬ 
ings Bonds, and other liquid sources may also be considered for 
this emergency fund, but they produce at least modest income 
and are suitable for more than emergency purposes. The cash- 
surrender value of life insurance policies should never be relied on 
as a regular segment of the emergency cash fund; it may have to 
be withdrawn or borrowed in case of dire need, but when this is 
done the continuation of the protection it is designed to give is 
threatened. 

The investment attributes of the cash reserve are summarized 
as: complete liquidity, little or no income, freedom from care, 
satisfactory denomination. Tax status is not considered, and, of 
course, no inflation hedge is provided. 

2. Protection against death of the income-producer. For the 
vast majority of investors, the untimely death of the income-pro¬ 
ducer constitutes a threat that can be offset only bv the provision 
of adequate insurance. Adequate insurance provides an estate that 
would be difficult for most investors to provide through am other 
means. 

The general investment attributes of life insurance and the main 
types of policies have been discussed earlier (Chapter 4). The 
amount of insurance protection that is needed depends on a num¬ 
ber of circumstances that vary from case to case: the number and 
age of dependents, the funds available for premiums at the age 
of the insured, the living standards desired for dependents, and 
the size of the estate exclusive of the insurance element. An in¬ 
surance plan providing for maximum protection when most 
needed and retirement income when the need of death benefits 
has been reduced can be worked out for each individual family 
situation. 

The investment requirements fulfilled by insurance are: liquid- 
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itv (in the event of death); modest income for the beneficiaries 
through any one of several methods of distributing the face of the 
policy, and possible retirement income for the assured; complete 
freedom from care and management; satisfactory denomination 
and diversification; favorable tax status (insofar as proceeds are 
concerned). No protection is provided against rising prices, be¬ 
cause the obligation of the insurance company is to pay a con¬ 
tractual dollar sum. One of the defects of insurance is that it 
promises to pay in terms of dollars rather than in purchasing 
power. The insured has no choice but to increase his insurance 
protection against the prospect of cheapened dollars at the time 
of death or retirement. Some would argue that if the life insurance 
company were permitted to invest heavily in common stocks, the 
higher return obtained would permit lower premiums (more in¬ 
surance) and more generous "dividends” or rebates that would 
help to offset a rising price level. To obtain such results at the 
expense of safety would, of course, threaten the basic purpose of 
insurance protection. It would be a sounder policy for the insured 
to supplement his insurance estate by his own purchase of equities 
if he can assume the risks that such commitments involve. 

Over and above minimum insurance protection (to insure a 
reasonable standard of living for dependents), funds accumulated 
for the support of dependents in the event of death of the insured 
can be invested in a variety of forms, depending on the risks that 
can be assumed. A wide range from income-producing high-grade 
bonds to common stocks can be utilized. And such factors as the 
degree of management required, tax status, and hedging will bulk 
large or small depending on the individual circumstances. For 
wealthy investors, estate and inheritance tax considerations would 
be a major consideration. 

Since the aim of protection of dependents is high on the list of 
priorities, the vast majority of investors should build this portion 
of the fund at a minimum of risk, through the use of insurance, 
even in the face of continued decline in the purchasing power of 
the fund. Regardless of how astute the investor may think he is 
in the management of funds, to rely on market appreciation of 
securities to provide the minimum essentials of life for dependents 
is to flirt with disaster. 

3. Home ownership. The purchase of a home for occupancy is 
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probably the largest single investment ever made by the majority 
of families. The financial aspects of the commitment are discussed 
elsewhere (Chapter 30). At this point it is only necessary to sug¬ 
gest that the funds accumulated for eventual home ownership 
should be relatively risk-free. The investment requirements are 
recovery of principal, possibly modest income from the fund until 
the home is acquired, considerable if not total freedom from care, 
and diversification until the home is acquired. If the time of pur¬ 
chase is considerably in the future, and if the family can afford 
the risk of equities, the growth of a fund invested in stocks, di¬ 
rectly or indirectly, may possibly offset the rising costs of real 
estate. But again there would be relatively few investors who 
could hazard the sum being accumulated for such an important 
purpose. And the time of the purchase might coincide with de¬ 
pressed stock prices. 

The modern method of amortizing the purchase of a home 
through a long-term mortgage solves many of the problems in 
investing for this purpose and relieves the home-buyer of the 
responsibilities of management of the funds in the meantime. The 
sum required to meet the payments of interest plus principal is a 
budget item that ranks in importance only second to food and 
clothing. The hazard of loss of savings being held by the investor 
himself against eventual purchase of property is eliminated, at 
least as long as he is able to meet the terms of the loan and to avoid 
jeopardizing his growing equity in the property by default. 

Once a substantial equity has been acquired, the investor has a 
considerable sum tied up in fixed property. The portion of his sav¬ 
ings so invested is subject to the risks of changing land values, 
obsolescence, neighborhood decline, and the accentuated swings 
in the real estate market. The denomination is large and diversifi¬ 
cation is sacrificed. To offset these perils, the owner of well- 
selected, well-maintained property may derive a considerable in¬ 
direct income from this part of his funds (depending on going 
rentals for alternative rented property) and may enjoy a valuable 
hedge against the decline in the buying power of the dollar. The 
ownership of such property provides the only substantial oppor¬ 
tunity for hedging that many investors are in a position to enjoy.' 

1 Tin- investment aspects of home ownership are discussed further in Chapter 30 
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4. Education and other family needs. A variety of objectives 
of a specialized character are found in every family’s investment 
planning. Among these the education of children frequently plays 
a prominent part. Funds saved for such a purpose must be sub¬ 
stantially risk-free. They should be invested so as to accumulate 
a certain definite sum at the time of need. For such a purpose a 
regular program of investment in Savings Bonds is almost ideal. 
1 hese can be bought in large or small denominations to mature 
during the period when the funds are needed, and, if the plan is 
begun early enough, the compounding of the 2.9 per cent yield 
to maturity will add considerably to the size of the fund. It is 
suggested that a certain portion of the life insurance program be 
earmarked for education and similar vital purposes so that these 
goals may be fulfilled whether the head of the family survives or 
not. 

5. Retirement income. In many cases the next objective in the 
order of investment thinking is the provision of income at retire¬ 
ment age. The importance of this goal will, like the others pre¬ 
viously discussed, vary from case to case. For young families this 
objective will be given little attention during the early years when 
more significant needs are more pressing. But with the passage of 
the years, the need for taking care of retirement begins to loom 
large. .Some investors will rely substantially on Federal Old Age 
and Survivorship Insurance (Social Security) benefits, other pub¬ 
lic retirement arrangements, or on private pension plans. Others 
will be in a position to supplement these plans with accumulations 
under their own control. 

For investors to whom a minimum of risk and complete freedom 
of management is important, the annuity is indicated as likely to 
produce the best long-run results. Modern annuity contracts are 
being written at very modest “guaranteed” rates of accumulation 
-some as low as 2 per cent—and this in the face of a secular 
rise in the cost of living. This combination of circumstances means 
that a much larger outlay for annuity protection is required to 
produce the same real income at retirement. Nevertheless, the 
investor who is in no position to assume risk or to assume the 
responsibilities of managing an investment fund must continue to 
rely heavily on the annuity for an assured stipend in later years. 

Other investors may point toward retirement through a long- 
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range program of security purchases, either through a balanced 
fund of bonds and stocks or through the regular purchase (pos¬ 
sibly dollar averaging) of carefully selected investment company 
shares. Such investors must be prepared to see the value of such a 
fund rise and fall with the course of the security markets, but over 
the long run the results may very well produce an accumulation 
that will be considerablv in excess of the value of an annuity. 
This is especially the case if current income can be reinvested so 
as to compound the results over a considerable period of time. 
Those investors who have sufficient time and skill to manage their 
own funds may emphasize the direct purchase of sound-growth 
stocks; others would be well advised to rely on a program of sav¬ 
ing through Savings Bonds and on the growth of a fund invested 
in the shares of investment and insurance companies which have 
demonstrated an ability to produce a better-than-average record. 
The proportions of the retirement fund that will be devoted to 
bonds and to equities will, of course, depend on the size of the 
fund and the investment skill and knowledge of the investor. 
Similarly, the character of the fund will also be influenced by the 
relative importance of suitable denomination, tax status, and the 
need for offsetting the declining value of the dollar. 

6. Supplementary income before retirement. When the primary 
objectives outlined above have been fulfilled or funds set aside 
lor their eventual fulfillment, the remainder of the investment 
program may involve more risk-taking. Recovery of principal may 
be given less importance and current income may be stressed. 
Investors who have achieved the early and important goals may 
consider a balanced fund of bonds and stocks (or other equities) 
as a means of supplementing their regular income, and in the 
selection of these securities they may use the sources of informa¬ 
tion and analytical methods described elsewhere in this volume. 

I he need for a second income” derived from investments 
grows as the price-level rises. Such an income can be obtained in 
a haphazard fashion by the occasional purchase, at opportune 
times, of income-producing securities. Here the investor faces the 
problems of selection, valuation, and timing that require con¬ 
siderable skill and experience. He must make the decision either 
to direct his own investment buying and selling, with the aid of 
sen ices and other sources of advice and information, or to turn 



178 


INDIVIDUAL INVESTORS 


his affairs over to others. Even if the latter decision is made, it is 
important that the investor be well acquainted with investment 
principles so that he can understand and review the decisions 

made on his behalf. Relatively few investors can afford to turn 

* 

their affairs over to others without any review or check on their 

The type of investments to be made for supplementary income 
will vary with the individual case. Where modest but secure in¬ 
come is the goal, a balanced fund consisting of good bonds and 
stocks with unusual dividend records is indicated. Complete free¬ 
dom from management can be obtained through the establishment 
of a living trust fund or the purchase of an immediate annuity. 
The business or professional man may take advantage of the higher 
average yields on common stocks by the acquisition of a diver¬ 
sified list of such securities, or by the purchase of fire insurance 
company shares, or shares of investment companies that invest 
primarily for income rather than appreciation. The wealthy in¬ 
vestor may take advantage of the tax-exemption feature of state 
and municipal bonds for a substantial section of his fund, the 
balance to be invested in higher-risk equities. Such an investor is, 
of course, likely to place more importance on preservation of 
capital and on estate planning than on current income. 

7. Creation of an estate. The final goal of some investors, after 
providing for the above requirements, is the creation of an estate 
for dependents (over and above minimum insurance require¬ 
ments), charities, and other beneficiaries. Estate planning is a 
complex problem involving income and estate tax considerations, 
drafting of an adequate will, selection of executors and trustees, 
gift planning, insurance, and general investment policies. The in¬ 
vestor fortunate enough to have provided for the more important 
needs is in a position to retain the services of firms making a 
specialty of estate planning. Such firms employ or retain attorneys, 
tax experts, insurance advisers, and investment counsel. The in¬ 
vestor should, however, be well acquainted himself with every¬ 
thing that is done for him. 

The general investment requirements in planning for a sub¬ 
stantial eventual estate are: (1) tax relief on current income; (2) 
a substantial degree of liquidity for estate and inheritance tax 
purposes, through either insurance or a liquid segment of the 
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investment portfolio; (3) minimizing the estate and inheritance 
tax burden; (4) the growth of the fund over the years by com¬ 
pounding the returns derived from portfolio; and (5) the pro¬ 
vision against dissipation of the value of the fund in terms of 
dollars and of purchasing power. Practically all of the media of 
investment described previously might be involved in such a pro¬ 
gram, the amounts and proportions of each being determined by 
the individual circumstances. 

Illustrative situations: 1. Investments of the young family. The 
young family consisting, sav, of husband, wife, and two small 
children, with an annual income of $5,000 before taxes, is likely 
to be unable to do more than make a start on the more funda¬ 
mental investment objectives outlined previously. Under present- 
day conditions provision for an emergency fund, a modest amount 
of low-cost insurance, and payments on a home are likely to absorb 
all available savings. Funds for education and other family needs 
may be accumulated through the purchase of Savings Bonds as 
the income increases, and a start toward retirement income may 
be provided through Social Security payments. For the majority 
°f young families, investment for appreciation, although desirable 
in a period of rising prices, cannot be considered; hence the pur¬ 
chase of equities (other than the growing stake in a home property 
or in a business) is out of the question. For some years it is likely 
that deposit-type investments, United States Savings Bonds, and 
other safe and liquid but low-income sources will dominate the 
program. Only when first things have been taken care of will the 
risks of common stocks be undertaken, and even then many young 
families would be advised to turn to shares in investment com¬ 
panies and fire insurance companies for the diversification and 
professional management that the busy young business or pro¬ 
fessional man is unlikely to be able to provide himself. 

2. The established professional man. The professional man well 
launched on a prosperous career is likely to have made provision 
for the prime essentials that stand at the top of the list of invest¬ 
ment priorities and is in a position to assume considerable risk, 
depending, of course, on his individual circumstances. Such an 
investor would put major emphasis on ( 1 ) additional current in- 
come (2) provision or eventual retirement, and (3) the creation 
of a fairly substantial estate over and above that provided by in- 
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surance. Investing for capital appreciation is involved in the last 
two of these goals. His investment program should include a fund 
of seasoned bonds and preferreds to provide a backlog of less 
volatile securities, and a steady accumulation of common stocks 
over the years, preferably through the use of the dollar averaging 
technique. If his fund is very substantial, he can afford to employ 
the services of an investment counsel; otherwise, he would do well 
to consider investing in the shares of carefully selected invest¬ 
ment companies. His absorption in professional activities is likely 
to leave little time and provide little opportunity for training 
in security analysis and the management of his own funds. He may 
be a shrewd direct investor; but he is ordinarily out of touch with 
business and financial affairs and is likely to be tempted to make 
sudden and possibly unadvised investment decisions. 

Depending on the size of the accumulated fund and the annual 
savings available for investment, on the age and health of the in¬ 
vestor, the number of dependents, and numerous other considera¬ 
tions, the degree of risk that can be undertaken will vary greatly 
from case to case. Possibly in the majority of cases the professional 
man had better lean to the conservative side lest his time and 
attention be diverted from his main line of activities. However, 
he can commit a substantial portion of his savings toward retire¬ 
ment to growth and inflation-protection stocks or to shares of 
investment companies that emphasize these qualities. His need 
for substantial current-dividend income will depend on the 
amount and stability of his professional income; in recent years, 
and for the foreseeable future, his costs will have been rising, and 
he may wish to select stocks with substantial dividends which at 
the same time offer good long-range appreciation possibilities. 

Depending on the tax bracket in which any new income would 
fall, this investor may be more or less interested in including tax- 
exempt municipals in that portion of his retirement fund devoted 
to high-grade securities. 

3. The established business man. The frequently used expres¬ 
sion 'business man’s risk" or “business man’s investment” implies 
two things: (1) that this type of person is in a position to assume 
considerable risk, and (2) that his business training and experience 
fit him to keep a close eye on economic and financial conditions 
and to exercise unusual acumen in the selection and manage- 
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ment of securities. These qualities may or may not exist. Further¬ 
more, his preoccupation with his own affairs may not provide the 
necessary time for adequate investment management; on the other 
hand, he may be in very close contact with and be able to inter¬ 
pret and use sources of investment information that will produce 
better-than-average results. 

If our successful business man is in no need of large current 
income from his portfolio, and if he is in the upper tax brackets, 
he is likely to pay particular attention to the production of long¬ 
term capital gains. He is also likely to be particularly interested 
in short-run or speculative activity and in the search for invest¬ 
ment bargains. 

Possibly this type of investor can devote a substantial portion 
of his stock fund to securities whose appeal is temporary, as in 
the case of war beneficiaries; the balance of his fund of equities 
should be devoted to stocks selected for their long-run or true 
investment merits. An honest appraisal of his past experience will 
suggest his real ability to make sound decisions concerning the 
selection and timing of purchases and sales; a disappointing record 
in this respect would suggest that at least a portion of his “aggres¬ 
sive portfolio should be placed in the hands of others with more 
experience and more facilities for accurate appraisal of the market 
and of individual securities. 

lhe business man type" includes such a wide variety of in¬ 
vestment situations as to make dangerous any generalizations 
concerning this type’s ability to assume risk, to gauge market 
trends, or to select and manage a securities portfolio. Tax con¬ 
siderations will vary in importance from case to case. The need for 
liquidity will also vary, depending especially on the type of busi¬ 
ness in which he is engaged and whether his own business is stable 
or uncertain. If a substantial portion of his savings are tied up in 
his own enterprise at considerable risk, his outside or investment 
portfolio should, like that of the professional man, lean toward the 
conservative. 

4. The widow or retired couple. A growing number of persons, 
both i„ absolute terms and as a percentage of the total population! 
are dependent upon a fixed dollar income after the working years’ 
have passed. The extension of Social Security benefits to an en¬ 
larged list of the elderly, plus the increase in the dollar amount 



182 INDIVIDUAL INVESTORS 

of these benefits, has made a very substantial provision against 
actual want after retirement. But the maximum Old-Age and Sur¬ 
vivorship Insurance (OASI) retirement income for a single man 
or woman is $960 a year and for an aged couple $1,440, with pay¬ 
ments ranging all the wav down to the minimum of $240 and $360 
per year, respectively (as of 1950 legislation). While such pay¬ 
ments are of great value, they fall below the minimum subsistence 
level, and many important groups are not yet covered by the plan. 
To supplement these benefits, and to be independent of relatives 
and local charity, retired persons need a supplemental income 
derived from investments. 

It is assumed for purposes of this discussion that the retired in¬ 
vestors we have in mind have no longer any need to provide for 
dependents and that other objectives, such as home ownership, 
have been reached. Therefore, the main problem is the main¬ 
tenance of an income for their own needs. There was a time when 
the sum of $100,000, or even $50,000, invested in high-grade 
securities could provide for reasonable living standards. Just prior 
to World War I, for example, an investment of $100,000 in high- 
grade bonds provided $5,000 tax-free income. After World War 
II, allowing for the decline in interest rates (to 2J»%), for income 
taxes, and for the lowered buying power of the dollar (45% of 
1913), it would take $500,000 to provide the same real income. 2 
Thus, a real dilemma is posed for the rentier class-whether to live 
on secure income in sharply reduced circumstances, or to take 
greater risk and magnify income through investment in equities, 
or to consume principal. 

The table opposite shows the pre-tax dollar return from a 
$100,000 fund invested in various media, under conditions pre¬ 
vailing in the middle of 1951. 

The current low returns on high-grade investments, combined 
with the high cost of living, make it virtually impossible for the 
retired person to live on the income of what was once considered 
a substantial capital sum. Thus, the temptation to magnify income 
by turning to riskier commitments is very strong. Yet to the ma¬ 
jority of retired investors, the avoidance of loss must be the major 
consideration in investment policy. The dilemma involved in 


2 B. Graham, The Intelligent Investor (New York: Harper & Bros., 1949), p. 6. 
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YIELDS FROM SELECTED INVESTMENT MEDIA 

Medium of 

Representative 

Dollar 

Investment 

Yield 

Income 

Commercial bank savings account. 

. 1.50% 

$1,500 

Mutual savings bank account.. 

. 2.00 

2,000 

Savings and loan association account 

. 2.50 

2,500 

U. S. Government Savings Bond Series G ... 

. 2.50 

2,500 

Long-term U. S. Treasury bonds 0 . 

. 2.68 

2,680 

High-grade corporate bonds ## . 

. 2.98 

2,980 

Medium-grade corporate bonds f . 

. 3.55 

3,550 

High-grade preferred stocks ) . 

. 3.81 

3,810 

"Blue-chip" common stocks ® ## . . 

. 6.45 

6,450 


• Moody's average of 7 bonds averaKing 19 years. 10 months to maturity, as of July 2, 
1951. 

•• Moody’s Aaa composite as of July 2. 1951. 
t Moody’s Baa composite as of July 2. 1951. 

I Moody’s high-grade industrials as of July 4. 1951. 

••• iJow-Jones 30 industrials, as of July 13, 1951. 

this choice between low income with low risk and higher income 
with higher risk can best be solved by utilizing both income and 
principal to maximize annual returns (1) through annuities estab¬ 
lished as such or based on the proceeds of life insurance policies, 
(2) through gradual liquidation of high-grade securities not sub¬ 
ject to material market fluctuation, or (3) through the establish¬ 
ment of a living trust providing for regular payments of interest 
and principal. I* or the second of these methods, the regular liqui¬ 
dation at maturity of a fund of United States Savings Bonds has 
much merit. 

5. The wealthy investor. The wealthy investor has several dis¬ 
tinct advantages over most other types with respect to investment 
policy: (1) he can afford the risks that higher-yielding equities 
inevitably involve; (2) he can obtain ample diversification in his 
own portfolio; (3) he can gain a very material advantage from the 
tax exemption feature of state and municipal bonds and should 
substitute these for other high-grade corporate and Federal ob¬ 
ligations in the bond section of his portfolio, (4) he can make 
full use of the capital gains provisions of the Federal income tax 
law; (5) he can afford to employ the services of competent invest¬ 
ment counsel to “tailor" for him a program that will combine his 
needs for income, capital appreciation, and estate tax protection; 
(6) he can employ the formula planning device to avoid the 
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hazardous task of timing the swings in the securities market; and 
(7) he can use some of his principal if he wishes to do so. 

For such investors, matters of income and estate tax planning 
bulk even larger than purely investment considerations. Apart 
from a substantial fund in high-grade short-term securities held 
for the purpose of meeting estate and inheritance taxes, together 
with any specific investments that represent business commit¬ 
ments, the wealthy investors portfolio will consist substantially 
of tax-exempts, a varying “defensive" balance in cash or high- 
grade bonds, and common stocks. Whether he manages such a 
portfolio himself, or utilizes the medium of the investment com¬ 
pany, or employs professional investment management will de¬ 
pend on his own investment competence and confidence and on 
the complexities of the particular situation. 

The wealthy investor can achieve a considerable degree of 
freedom from care through the medium of a personal trust fund, 
through holding investment company shares, or through the use 
of counsel. However, he should always be in a position to review 
and check the decisions of others. 
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CHAPTER 12 


SOURCES OF INVESTMENT 
INFORMATION 


Scope. The purpose of this chapter is to indicate the more im¬ 
portant sources of information that help investors to keep informed 
currently and to make intelligent investment decisions. The order 
of discussion is: (1) daily business and financial periodicals, (2) 
weekly business and financial periodicals, (3) monthly business 
and financial periodicals, (4) quarterly investment and financial 
periodicals, (5) banking periodicals, (6) general periodicals, (7) 
information on governmental securities, (8) information on in¬ 
dustries, (9) information on companies and their securities, (10) 
the statistical services, ( 11 ) information on special classes of se¬ 
curities, (12) security market forecasts, (13) investment advice. 

The tools of investment. Intelligent investment is to a consider¬ 
able degree a matter of adequate knowledge. Although all in¬ 
vestment commitments involve estimates of future developments 
that can be foreseen only imperfectly, the greater the knowledge 
the investor has of facts and of the degree of risk involved, the 
more satisfactory his experience should be. The investor who 
makes decisions without a careful study of the facts has only his 
own carelessness or lethargy to blame for at least part of subse- 
quent misfortune. 

It has been said, “No lawyer knows the law, but a good lawyer 
knows where it can be found.” In similar fashion it might be 
stated that, while no investor can keep fully informed, he should 
know where to obtain information that will enable him to make 
an intelligent investment decision. There is available to him a 
growing fund of information in a wide variety of sources. Some 
ot these sources deal with the general business situation and out¬ 
look; others provide material concerning specific industries, com¬ 
panies, and securities. Some of the information is from primary 
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sources; often it is offered in digested or semi-digested form in 
secondary sources. So the investor is faced with a twofold prob¬ 
lem (unless he turns his investment problems over to other man¬ 
agers); (1) where to get the information; (2) how to sift and 
weigh it to his advantage. The present chapter is concerned with 
the first of these problems; much of the remainder of this book 
is devoted to the second. 

Daily business and financial papers. The least that any investor 
can do is to follow current developments in the financial section 
of his daily newspaper. But the information in such journals is 
usually very sketchy. Daily business news and financial material 
are better obtained from special daily business and financial 
papers. 

1. The Journal of Commerce (New York) emphasizes com¬ 
modities and shipping and commercial news. But it has a good 
financial section, and it has perhaps the best list of current quota¬ 
tions of unlisted securities. 

2. The Wall Street Journal is published by Dow Jones & Com¬ 
pany in four editions—New York, Chicago, San Francisco, and 
Dallas. In addition to general business news, it emphasizes notes 
on individual companies and industries and has a complete quo¬ 
tation section. The Chicago, San Francisco, and Dallas editions 
emphasize, respectively, middle-western, western, and south¬ 
western industries and companies. 

Weekly business and financial periodicals. In addition to one 
of the dailies mentioned above, the investor should have access to 
general business and financial references that cover a wider scope 
than daily events. The following are representative. 

1. Barron s, published in Boston, is a very readable source on 
business trends, industries, companies, and securities. Short anal¬ 
yses of individual situations are emphasized. The central section, 
"The Stock Market at a Glance,” provides a most convenient 
compendium of security prices, earnings, and dividends, covering 
unlisted securities and investment funds as well as stocks listed 
on the New York and Curb Exchanges. 

2. The Bond Buyer (New York) is devoted entirely to daily 
(and weekly) news concerning Federal, state, and municipal 
securities. An annual volume is also published under the title 
Municipal Bond Sales. 
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3. Business Week covers the general business field and has an 
interesting section devoted to financial developments. 

4. The Commercial and Financial Chronicle is the most com¬ 
prehensive financial publication. The Monday issue (Section I) 
contains corporate notes and complete quotations on all ex¬ 
changes. Over-the-counter quotations on non-industrial securities 
are included. Section II (Thursday) contains contributed articles 
and discussions of the weekly developments in the financial bank¬ 
ing, industrial, and commodities fields. Coverage is encyclopedic. 
This publication is “the bihle” of Wall Street, but its 100 weekly 
pages of investment, financial, and economic articles and facts 
are equally valuable to the average investor. 

5. The Economist, published in England, gives an excellent 
survey of British and international economic developments and 
contains statistics on commodity production and prices. 

6. The Financial World is devoted to investment advice and 
information on a wide variety of securities, companies, and in¬ 
dustries. 

7. United States News and World Report covers political and 
economic developments and trends, as well as reprinting the offi¬ 
cial texts of important political speeches and government reports. 

Monthly business and financial periodicals. With the exception 
of the Magazine of Wall Street, issued biweekly, the following are 

monthly journals of considerable interest. They cover a wide 
field. 

1. Bulletins of commercial hanks, such as the National Citv 
Bank (New York) Letter, the Cleveland Trust Company Business 
Bulletin, and the Guaranty Survey, contain critical and descrip¬ 
tive material on economic and business trends and the capital 
markets. r 

2 Monthly reviews or bulletins of the several Federal Reserve 

Banks, covering monetary, fiscal, and business conditions. 

3. Credit and Financial Management is devoted primarily to 
short-term financing. J 

4 Dun's Review published by Dun & Bradstreet, emphasizes 
trade indexes and failure data. The well-known Dun & Bradstreet 
14 financial ratios are published periodically. 

5. The Exchange, published by the New York Stock Exchange 
gives information concerning securities listed on the “Big Board.” 
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6. Federal Reserve Bulletin, published by the Board of Gov¬ 
ernors of tlie Federal Reserve System, reviews banking and finan¬ 
cial developments and provides a wealth of statistical information, 
both domestic and foreign, on money, credit, banking, and busi- 
ness. This is a basic source. 

7. Fortune presents in a unique fashion the picture of Ameri¬ 
can business enterprise. Its discussion of domestic and foreign 
business and economic problems and its articles on an industry, a 
business, or a business executive, are colorful and comprehensive. 

8. Magazine of W all Street (biweekly) discusses industries and 
companies and makes specific investment recommendations. 

9. National Industrial Conference Board Business Record sur¬ 
veys business trends and provides many business indices that 
indicate the direction of business activitv. 

10. Nations Business, published by the United States Chamber 
of Commerce, contains articles on general business subjects from 
the standpoint of the business executive. 

11. Survey of Current Business, published by the United States 
Bureau of Foreign and Domestic Commerce, provides detailed 
material on the trend of business in the nation that is invaluable 
as background. Each issue contains a very complete compendium 
of business statistics, which are kept current in a Weekly Supple¬ 
ment. An Annual Review is published in February. 

Quarterly investment and financial periodicals. Two additional 
publications deserve mention. 

1. The Analysts Journal, published by the New York Society 
of Security Analysts, is devoted to analytical methodology. 

2. The Journal of Finance, published by the American Finance 
Association, contains articles on investment, business finance, 
money and credit, and international finance. 

Banking periodicals. Although they are published primarily for 
those interested in banking, these periodicals contain material of 
interest on bank securities and bank investment policy. (See also 
the Federal Reserve Bulletin and the monthly bank bulletins men¬ 
tioned above.) 

1. American Banker, a daily, supplies news of bank activities 
and legislation and a list of bank stock quotations. 

2. Banking, the official monthly magazine of the American 
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Bankers Association, contains articles on bank trends and prac¬ 
tices. 

3. Burroughs Clearing House is published by the Burroughs 
Adding Machine Company. 

4. Savings Bank Journal is a monthly publication dealing with 
savings banking. 

5. Trusts and Estates and The Trust Bulletin , both monthly 
magazines, cover primarily the administration of trust funds. 

General periodicals. Two weekly news magazines, Time and 
Newsweek, contain excellent business sections, with emphasis 
on interesting developments in specific companies. 

Information on United States Government securities. The pri¬ 
mary sources of information on United States securities are the 
official reports of the Treasury Department: 

1. Circular giving specific information on each issue prepared 
at the time of issue. 

2. Daily report of Treasury operations showing revenue and 
disbursements for year to date and the amount of the Federal 
debt. 

3. Treasury Bulletin, a monthly publication showing the com¬ 
position and ownership of the Federal debt, market quotations 
and yields, and financial and fiscal data. 

4. Annual report of the Secretary of the Treasury, giving a 
comprehensive picture of Federal fiscal operations during the 
year. 

5. Annual reports of the various government corporations and 
credit agencies whose securities are included in the federal cate¬ 
gory, such as the Farm Credit Administration (Farm Mortgage 
Corporation, Federal Land Banks, Federal Intermediate Credit 
Banks), Reconstruction Finance Corporation, Commodity Credit 
Corporation, and the Federal National Mortgage Association. 

The secondary sources of information on United States Gov¬ 
ernment securities (in addition to the statistical services and other 
sources mentioned elsewhere) include: 

1. Securities of tlw United States Government and Its Instru¬ 
mentalities, published intermittently by the First Boston Cor- 
poration. 

2. Concerning United States Government Securities , published 
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in 1947 by C. F. Childs & Co., Chicago. The same firm publishes 
the Investment Bulletin (monthly), which is chiefly concerned 
with Federal obligations. 

3. United States Government Securities, published annually 
bv C. J. Devine and Co. (New York). 

4. United States Government Securities and the Money Market, 
published annually by Bankers Trust Company, New York. 

5. Governmental Finances in the United States, published an¬ 
nually by the Department of Commerce, Bureau of the Census. 
Includes Governmental Debt” and “Governmental Revenue.” 

Information on state securities. The primary sources of infor¬ 
mation on securities issued by state governments are the annual 
reports prepared by the financial officers of the respective states. 
These reports vary from a brief financial statement to a compre¬ 
hensive booklet such as that issued by the Comptroller of New 
York State. 

The secondary sources (other than the statistical services and 
others mentioned elsewhere in this chapter) include: 

1. Annual publications of the United States Department of 
Commerce, Bureau of the Census: Summary of State Government 
Finances; Compendium of State Government Finances; Sources 
of State Tax Revenue; and Governmental Debt. 

2. Publications of The Tax Foundation, New York. 

3. Resources and Debts of the Forty-eight States, prepared at 
irregular intervals by Dun and Bradstreet. 

4. State and Municipal Compendium, issued semiannually by 
The Commercial and Financial Chronicle. 

5. State and Municipal Securities, published by C. J. Devine 
and Co., New York. 

Information on municipal securities. The primary sources of 
information on securities issued by municipal governments are 
the annual reports of the respective financial officers. Some of 
these are quite comprehensive. 

The secondary sources (other than those mentioned elsewhere) 
include: 

1. The Blue List of Current Municipal Offerings, a daily com¬ 
pilation of offerings of the larger municipal bond houses. 

2. Annual publications of the United States Department of 
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Commerce, Bureau of the Census: Compendium of City Govern¬ 
ment Finances; Large-City Finances; Governmental Debt. 

3. Dun & Bradstreet, Inc., publishes Municipal Credit Surveys 
on obligors having a substantial amount of debt outstanding. 

4. State and Municipal Compendium (see information on state 
securities, above). 

5. Special reports of state tax commissions, such as those for 
New York State, which give a detailed picture of the financial 
condition of each town, citv, and countv in the state. 

6. Prospectuses and special releases of investment banking 
houses interested in municipal securities. 

7. Publications of The Tax Foundation, New York. 

8. State and Municipal Securities , published by C. J. Devine 
and Co., New York. 


Information on industries—general. It is impossible to indicate 
here all of the many sources to which the investor may turn for 
information concerning industries in which he mav be interested. 
The following classifications should, however, prove useful and 
suggestive. They cover a wide range. (More specific sources on 
special classifications of industries and companies are indicated 
after these comprehensive sources are outlined.) 


1. business and financial periodicals (see above). 

2. Government publications and documents. An amazing mass 
of information on many industries is available in government re¬ 
leases, especially information of a statistical character and in¬ 
formation on regulated groups. Special mention should be made 
of Department of Commerce publications, such as Facts for In¬ 
dustry, Industry Reports, Survey of Current Business, Foreign 
Commerce Yearbook (annual), Statistical Abstract, Census of 
Manufacturers, and Census of Business; Minerals Yearbook is 
published by the United States Bureau of Mines. Reports of regu¬ 
lator) commissions having to do with railroads and utilities and 
banks will be indicated below. Others include reports of the 
Federal Trade Commission, the Maritime Commission, and the 
Securities and Exchange Commission. Special governmental hear¬ 
ings and investigations, such as the hearings and monographs of 
the '1 emporary National Economic Committee, are useful but 
irregular in appearance. The reader is advised to consult the 
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monthly and annual catalogs of the United States Superintendent 
of Documents for additional sources. 

3. Trade association publications. Many trade associations com¬ 
pile and publish statistical material that indicates the conditions 
and trends in various industries. Examples are the annual review 
or statistical issues of the American Iron and Steel Institute, the 
American Meat Institute, the National Lumber Manufacturers 
Association, the United States Copper Association, the American 
Petroleum Institute, and the Rubber Manufacturers Association. 
A complete list of trade associations is found in the Department 
of Commerce publication National Trade and Professional Asso¬ 
ciations. 

4. Trade journals. Magazines devoted to special industries are 
excellent sources of information in their respective fields. A great 
many might be mentioned, but the following are representative: 
American Gas Association Monthly; Automotive Industries; Con¬ 
ner; Coal Age; Electrical World; Food Industries; Iron Age; Na¬ 
tional Petroleum News; Oil and Gas Journal; Public Utilities Fort- 
nightly; Railway Age; Rayon Organon; Textile World; and Steel. 

A number of trade journals publish annual statistical or review 
bulletins.' 

5. Reports of statistical and rating services (see pages 195 to 197). 
The blue sections" in Moody’s Manuals are especially valuable. 

6. Reports of private agencies. Certain private agencies spe¬ 
cialize in statistical information concerning specific industries. 
Examples are F. W. Dodge Corporation (Dodge Statistical Re¬ 
search Service) , Ward ( Automotive Reports ), and Alfred M. 
Best Co. ( Best's Insurance Reports ). 

7. Reports of investment advisory services. In addition to re¬ 
ports and appraisals of specific companies, industries and their 
trends are appraised in certain general investment and business 
services, such as United Business Service, Babsons Confidential 
Barometer Letter, The Value Line, and others. 

8. Reports and brochures of brokerage and investment banking 
firms. As a part of their service to clients, such firms frequently 
prepare special industry studies that are available at their offices 
or by mail. 

1 For a complete list, see Special Libraries, November, 1945 (New York: Special 
Libraries Association). 
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Information on companies and their securities—general. In 
addition to the material noted below concerning special groups of 
companies, the following sources include information on a wide 
variety of types: 

1. Annual and interim reports to stockholders. 

2. Prospectuses issued when new securities are offered. 

3. Business and financial periodicals (see above). 

4. Advisory services, such as United Business Service , Babsons, 
Brookmire, The Value Line, lnvcstographs , and many others, 
analyze industries and companies and make recommendations to 
their subscribers for the purchase, holding, or switching of se¬ 
curities. 

5. Reports of statistical and rating services (see below). 

6. Reports of brokerage and banking firms issued regularly or 
intermittently, often including recommendations for purchase. 

The statistical and rating services. Three large statistical serv¬ 
ices, Moody’s, Standard and Poor’s, and Fitch, are engaged pri¬ 
marily in the publication of statistical data, for the guidance of 
investors, concerning all corporations in which there is consider¬ 
able investment interest. One or two other services specialize in 
regional or industrial groups. In addition to providing financial 
data, the services rate the more important securities by symbols 
such as AAA or A2-f, AA or Al, and so forth. Such ratings are 
useful guides in the selection of suitable securities, but investors 
professing an ability to judge quality find them to be useful chiefly 
in confirming or challenging their own appraisals. 

The more important offerings of each of these services that are 
of interest to individual investors are outlined below: 

1. Moodt/s: 

a. Annual Manuals: Government and Municipals; Banks, In¬ 
surance, Real Estate, Investment Trusts; Industrials; Public Utili¬ 
ties; Railroads. The history, statements, security prices, and divi¬ 
dend record of a very large number of concerns are presented. 
I he central “blue sections” provide valuable data concerning 
these industrial groups as a whole. The manuals are kept current 
by semiweekly supplements. 

b. Bond Survey; Stock Survey: weekly information on market 
trends, industries, companies, and investment recommendations. 
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c. Bond Record, a pocket guide (semimonthly) of price and 
earnings, including ratings, of some 12,000 bonds. 

d. Dividend Record, a semiweeklv and cumulative record of 
dividend action. 

e. Advisory Reports. 

2. Standard 6 Poors: 

a. Standard Corporation Records, factual information on a wide 
variety of companies, in loose-leaf form, kept up to date by a daily 
and weekly News Section and a daily and weekly Dividend Sec - 
tion. 

b. Industry Surveys, compilations of group data on a number 
of individual groups of industries and leading companies in each. 

c. Outlook for the Securities Markets, a weekly forecast of the 
market, with recommended industries and securities. 

d. Trade and Securities Statistics, a wide variety of indexes of 
prices, wages, production, security values, and other economic 
data. 

e. Railroad Securities Service. 

f. Rond Outlook, a weekly issue discussing the trends in interest 
rates and in the bond market, with short reports and recommen¬ 
dations on individual corporate and municipal issues. 

g. Facts and Forecasts, daily information on the markets, com¬ 
panies, and securities, with recommendations. 

h. Listed Bond Reports; Listed Stock Reports: two-page de¬ 
scriptions and financial information on listed securities, with 
approximate recommendations. 

i. Unlisted Bond Reports; Unlisted Stock Reports: analyses of 
securities that are traded over the counter. 

j. Monthly Earnings and Stock Rating Guide, earnings and 
price data and buying, hold, or switch ratings on some 5,000 
stocks; pocket-sized. 

k. Bond Guide (semimonthly), price and earnings data, pocket- 
sized. 

l. Called Bond Record, current lists of dates and provisions of 
bond redemptions. 

3. Fitch: 

a. Corporation Manuals: loose-leaf manuals of financial and 
other information kept up to date bv a daily news and dividend 
section. 
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1). Bond Book, an annual containing descriptions and ratings of 
corporate and government bonds. 

c. Trade, Industry and Security Service, analyses of important 
industries and representative companies. 

d. Bond Record; Stock Record: pocket-sized manuals giving 
current ratings, price, yield, earnings, and dividend information. 

e. Weekly Market and Business Review and Forecast contains 
specific recommendations. 

f. Stock Bulletins; Bond Bulletins; Unlisted Securities Service: 
one-page descriptions of companies and securities, with recom¬ 
mendations. 

4. Other services: 

a. Walkers Manual of Pacific Coast Securities, annual, kept 
current l>v a Weekly News Letter and Field Report. 

b. Robert D. Fisher Mining Manual. 

c. Arthur \\ iesenberger, Investment Companies (see below). 

Information on railroads and railroad securities. The primarv 

sources of information (in addition to annual and interim reports) 
are: 


1. Monthly reports of earnings to the Interstate Commerce 
Commission, which reports usually appear in the newspaper in 
summary form. 

2. Annual Report on the Statisties of Railways in the United 
States, bv the Interstate Commerce Commission. (Popularly 
known as the "I. C. C. Blue Book.”) Contains complete statistical 
information on every phase of operation and finance. 

3. Numerous other reports and releases of the I. C. C., includ¬ 
ing freight commodity statistics and monthly forecasts of earn¬ 
ings. Upon request, the Commission will send the investor a list 
of its various publications. 


The secondary sources (other than the statistical services, trade 
journals, and other sources previously mentioned) are: 

1. A Review of Railway Operations , an annual survey of rail¬ 
way operations prepared by the Bureau of Railway Economics 
of the Association of American Railroads. The same source pub¬ 
lishes a monthly report on railway revenues and expenses and 
Statisties of Railways of Class /, an annual compilation. 

2. Railroad Data, a periodical featuring current railway sta- 
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tistics, developments, and problems, published semimonthly by 
the Committee on Public Relations of the Eastern Railroads.' 

3. A Yearbook of Railroad Information, a statistical and graphic 
study of railroad operations prepared annually by the Eastern 
Railroad Presidents' Conference Committee on Public Relations. 
Also published as Railroad Facts bv the Western Railways Public 
Relations Office. 

4. Equipment Trust Securities, a statistical study prepared 
annually by Freeman and Company. 

5. The Railway and Industrial Compendium, a statistical anal¬ 
ysis of corporate earnings, published by the Commercial and 
Financial Chronicle; the railway sections are issued semiannually 
in May and November. 

6. Moodys Manual of Investments , Railroads (referred to 
above), “blue section" on the industry with data on traffic, rev¬ 
enues, expenses, securities, and finances. 

Information on public utilities and their securities. In addition 
to annual and interim company reports, the primary sources in¬ 
clude: 

1. Financial statements filed with the S. E. C. annually under 
the provisions of the Securities Exchange Act. 

2. Annual reports of the Securities and Exchange Commission 
with particular regard to the enforcement of the provisions of the 
Public Utility Act of 1935. 

3. Special releases and reports of the S. E. C., for example, 
Financial Statistics for Electric and Gas Subsidiaries of Registered 
Public-Utility Holding Companies; Security Issues of Electric and 
Gas Utilities. 

4. Annual reports of the Federal Power Commission and the 
Federal Communications Commission. 

5. Special reports of the Federal Power Commission, such as 
The Financial Record of the Electric Utility Industry; Statistics 
of Electric Utilities in the United States (annual); and Statistics 
of Natural Gas Companies. 

6. Monthly report on electric power production, Federal Power 
Commission. 

7. Annual reports of the respective state public service com¬ 
missions. 
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The secondary sources of information on public utility securities 
(except the general and statistical sources previously mentioned) 
are: 

1. The Public Utility Compendium , a corporate manual issued 
semiannually by the Commercial and Financial Chronicle. 

2. Annual report on the output and capacities of the principal 
electric power companies, compiled bv the Electrical World. 

3. Weekly and monthly reports on the outputs of the larger 
electric power systems compiled by the Edison Electric Institute. 
See also the Institute’s annual Statistical Bulletin. 

4. Monthly report on the sale of manufactured and natural gas, 
prepared by the American Gas Association. 

5. Bell Telephone Securities, an annual publication prepared 
by the American Telephone and Telegraph Company covering 
all securities issued by companies in the Bell System. 

6. Annual Proceedings of the National Association of Railroad 
and Utilities Commissioners. 

7. Moodys Manual of Investments, Public Utilities (referred 
to above), “blue section” devoted to output and services, earnings 
and expenses, financing, regulation, and other utility matters. 

Information on financial institutions and their securities. In 
addition to the general sources mentioned earlier in the chapter, 
the following are of value: 

Commercial banks: 

1. Quarterly reports or “Statements of Condition.” 

2. Comparative analyses of bank statements prepared by in¬ 
vestment dealers, notably Blyth & Co., Inc., and Ceyer & Co*. 

3. Annual reports of the Comptroller of the Currency (United 
States Treasury Department) and of state banking departments. 

4. Annual reports of the Federal Deposit Insurance Corpora¬ 
tion. ^ 

Insurance companies: 

1. Best's Insurance Reports (annual): Life, Casualty Surety 
and Miscellaneous, Fire and Marine volumes, contain financial 
data on stock and mutual companies, with ratings. 

2. The Spectator Insurance Yearbook (annual): Life, Fire and 
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Marine, Casualty and Surety volumes, provide balance sheets and 
profit-and-loss statements of individual companies. 

3. Rests l ire and Casualty Aggregates and Averages (annual). 

4. Best's Digest of Insurance Stocks (annual). 

5. Comparative analyses of statements of leading companies 
prepared by investment dealers, such as the annual Insurance 
Stock Analyzer, published bv Geyer & Co. 

6. Releases of the Institute of Life Insurance (New York), 
especially Life Insurance Fact Book (annual). 

Investment companies: 

1. Reports and prospectuses of investment companies showing 
portfolios in detail. 

2. Releases and brochures of investment companies and dealers, 
showing performance of shares. 

3. Investment Companies, published annually by Arthur YVics- 
enberger and Co., New York, comparing the performance of ap¬ 
proximately 150 funds. 

4. Investment Trust Stockholders Service, a monthly and quar¬ 
terly analysis of the performance of leading investment companies, 
published by the American Institute for Economic Research. 

5. Trusts and Estates, regular comment on performance of funds. 

6. Barrons (weekly), section on Investment Funds. 

Savings and loan associations: 

1. Annual reports of the Federal Home Loan Bank Board, and 

2. Annual reports of the Federal Savings and Loan Insurance 
Corporation. Both of these are included in the reports of the 
Housing and Home Finance Agency. 

3. Annual reports of the state building and loan commissioners. 

4. Publications of the United States Savings and Loan League 
and the National Savings and Loan League. The former's Savings 
and Loan News is particularly interesting. 

Information on real estate securities. Primary information on 
real estate securities is rarely available to investors, except from 
annual reports of a relatively few companies. Chief reliance must 
be placed on such sources as Moody's Manual of Investments, 
Banks, Insurance, Real Estate and Investment Trusts; Fitch's 
Corporation Manuals; and Standard and Poor’s Corporation Rec- 



SOURCES OF INVESTMENT INFORMATION 201 


ords. Mortgage Banker is a monthly publication devoted to real 
estate mortgage financing. 

Information on foreign securities. Investors are handicapped 
by a dearth of primary information on securities of foreign cor¬ 
porations and governments. Where publicly offered in the United 
States, prospectuses as required bv the S. E. C. are available. 
Some information is found in the statistical manuals and financial 
journals. The Institute of International Finance of New York 
University issues bulletins on the foreign debt situation. The 
Foreign Bondholders Protective Council is a private organization 
designed to help investors in foreign securities; its annual reports 
are of considerable interest. There is. of course, a mass of informa¬ 
tion on fiscal and trade conditions abroad in a wide variety of 
sources. 


Security market forecasts. Opinion concerning the course of 
bond and stock prices abounds in great profusion-in financial 
papers and journals, in the publications of statistical and advisory 
services, and in the releases of brokerage and investment banking 
firms. The degree to which the investor will rclv on such informa¬ 
tion will depend on his need for ads ice and his confidence in the 
source. 


Investment advice. The investor who is unwilling or unable to 
follow business and economic developments and make his own 
investment selections has at his disposal a number of sources of 
investment advice. He may obtain “free” advice from representa¬ 
tives ol investment and brokerage houses. Such advice is often 
very valuable, although these firms are in the business of retailing 
securities or turning over orders. He may rely on the opinions of 
his commercial bank. He may subscribe to the services of organi¬ 
zations that make a business of selling advice along with or as 
distinguished from statistical information. (Some of these services 
have been mentioned earlier in this chapter.) These firms, as a 
general rule, do not manage or supervise the accounts of clients 
but make recommendations which subscribers arc at liberty to 
accept or reject. In this important respect they differ from invest¬ 
ment counsel firms, which are in the business of supervising the 
accounts of their clients. ® 

H' ( ' growth of investment counsel firms lias been a noteworthy 
development of recent years. Generally speaking, such firms are 
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interested only in fairly large accounts; an annual fee of, say, 1 
per cent of the value of a fund is lucrative only if the fund is 
substantial. The minimum fee of $500 to $1,000 annually is pro¬ 
hibitive to the small investor. Many investment counselors are 
doing a capable job in a field where infallibility and exact meas¬ 
urements are unknown. The ability of others to attract clients has 
been somewhat discouraged by the passage of state and federal 
regulation. The states protect chiefly against fraud. The Invest¬ 
ment Advisers Act of 1940 subjects investment counselors to 
federal control. All professional investment advisors (with certain 
exceptions) are required to register with the Securities and Ex¬ 
change Commission, giving information concerning their organiza¬ 
tion and operation, education and qualifications, nature and scope 
of authority over clients’ funds, their fees, and other details. Fees 
based on a percentage of capital appreciation are prohibited, and 
deceptive and fraudulent actions are made the basis of severe 
penalties. 



CHAPTER 1 3 


INTERPRETING THE FINANCIAL PAGE 

Scope. The purpose of this chapter is to discuss in interpretative 
fashion the financial news which appears in the daily newspapers. 
The order of discussion is: (1) financial reporting, (2) bond price 
quotations, (3) listed stock price quotations, (4) over-the-counter 
quotations, (5) activity in the security markets, (6) security price 
averages, (7) money rates, (8) business and price indexes, (9) 
corporate earnings reports, (10) commodity prices, (11) miscel¬ 
laneous information. It is the duty of every investor to keep in 
touch with economic and financial developments. The least he 
can do in this connection is to read the financial page intelligently. 

Financial reporting. Every important American newspaper 
now includes a financial news section. In striking contrast to the 
practice of confining financial news to a single page, which was 
customary during the early decades of the present century, the 
larger newspapers now devote several pages of their daily issues 
to business news. Investors are thus afforded a chance to keep 
constantly informed on developments which are of major signifi¬ 
cance to the position of their securities. 

1 he information contained in the financial section of the papers 
is either statistical or general. The statistical news comprises price 
quotations on securities and commodities as reported on the var¬ 
ious exchanges and markets, as well as financial reports released 
by public and private institutions. The general news consists of 
comments on developments throughout the business world, with 
particular regard to the trend of prices in securities and com¬ 
modities. 

The news items which appear on the financial pages have not 
been compiled by the paper, as a rule, but have been supplied in 
the form of formal statements and “news releases,” prepared, in 
many instances, by the publicity departments of the institutions 

203 



204 INTERPRETING THE FINANCIAL PAGE 

concerned. As time is of the essence in news reporting, and as 
such information is usually received from reliable sources, these 
items are usually published without editorial revision beyond that 
required by limitations of space. 

Price quotations on securities are secured by the papers, in the 
case of listed issues, from reporting services such as the mechanical 
price “tickers” which are operated from the securities exchanges. 
In the case of unlisted issues, quotations are obtained from in¬ 
vestment firms which maintain markets in such issues and from 
the National Association of Securities Dealers. 

Supplementing the work of the great newsgathering organiza¬ 
tions such as the Associated Press and the United Press, which en¬ 
deavor to cover all news items of general interest, the Dow-Jones 
service is devoted entirely to the field of finance. Items obtained 
by Dow-Jones reporters and correspondents who are located in 
the principal cities of the world are disseminated by means of 
mechanical news printers and bulletin sheets, as rapidly as re¬ 
ceived, to subscribing financial institutions and newspapers. 

Quotations on United States Government obligations. United 
States Treasury bonds are listed on the organized exchanges, but 
the bulk of the trades are in large amounts and take place over- 
the-counter. These bonds are quoted in percentages of par value, 
with fractions in thirty-seconds of a point. The unit of trading 
on the New York Stock Exchange is $1,000 par value, but price 
quotations are in terms of $100 of principal. For example, the 
following information on a specified Treasury bond appeared in 
the financial section of the New York Times on August 16, 1951, 
reporting transactions as of August 15: 

Net Change 

Bid Asked in Bid 
°2Y,s 1959-56 Sept. 101.2 101.6 +.4 

These bonds bore a 21* per cent interest rate and were payable 
in September 1959, but were redeemable by the Government at 
any time between September 1956 and 1959. The best bid at the 
close of the Exchange was 101 732, or $1,010.62, and the best offer 
was 101%_>, or $1,011.87. The bid was up from the closing bid 
of the previous day. The asterisk ( # ) denoted that the income 
from this issue is fully subject to Federal income taxes. 
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Treasury notes, which represent debt of from one to five years 
in maturity, are similarly quoted in thirty-seconds, but certificates 
of indebtedness and treasury bills, also traded exclusively over- 
the-counter, are quoted on a percentage-of-vield basis. For ex¬ 
ample, on the date referred to above, the following quotation on 
Treasury certificates appeared: 

Outstanding 

Millions Bate Bid Ask Yield 

5.253 Nov.,’51 Hi 1.26 1.18 1.18 

These obligations, due in November, 1951, were priced to yield 
1.26 per cent on a bid basis, while the best asked price, at the close 
of the Exchange, was higher and produced a yield of 1.18 per cent. 

Listed bond price quotations. Foreign bonds and domestic cor¬ 
poration bonds that are listed on the New York Stock Exchange 
and the New York Curb Exchange are quoted in percentages of 
par, in eighths of a point. For example, on the same date as above, 
the following appeared under the general heading of "Bond Trad¬ 
ing on the New York Stock Exchange": 

DOMESTIC BONDS 

Bange 

1051 Sales in Net 

High Low $1,000 High Low Last Cligc. 

82X 67 Bull & O 5s 95 C 12 71!i 71 71 

The price of Baltimore and Ohio 5 per cent bonds, series G, due 
in 1995, ranged from a high of $827.50 per $1,000 principal value 
to a low of $670.00 during the period January 2 to August 15, 1951. 
On August 15, transactions totalled $12,000. The highest price at 
which a trade took place during the day was at $711.25 per bond; 
the lowest, at $710.00. The closing price of $710.00 represented 
no change oxer the closing price on August 14, which was also 
$710.00. 

Numerous abbreviations are used in bond titles appearing on 
quotation pages and elsewhere, of which the following are most 
commonly lound: 

iU, j. ;, j.-adjustment 

asd., asstd. -assented 

«ll.. col., col. tr. -collateral trust 

con., cons. .. . -consolidated 

c\, cou., coup.—coupon 

ct., cv., conv. -convertible 
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<kb.-debenture 

d* v * • • • ..-divisional 

eq > equip. -equipment 

? xt .-extension 

f.-flat 

g. —gold 

g en - • • .. -general mortgage 

g ,d .-guaranteed 

.-improvement 

| nc .-income bonds 

j nl - <*** .-interim certificates 

.—joint 

m -» mt g.-mortgage 

P m .-purchase money 

P 01 ?.-perpetual 

P r - * n - ..-prior lien 

re -> f eal est.-real estate 

ref - rf 8.-refunding 

r - . .-registered 

scr .-series 

.-sinking fund 

sl . -stamped 

war .-warrants 

w,w .-with warrants 

* ,w * ;. -without warrants 

*?[ 4 5 .-first mortgage 4 per cent bonds 

.. -due in 1961 

. -due in 1965, may be paid 1962 to 1965 


Listed stock price quotations. Quotations of listed stocks are 
fairly well standardized, and about the same methods are used 
for the reporting of transactions on all of the exchanges. The fol¬ 
lowing information on a leading industrial common stock which 
is listed on the New York Stock Exchange is also taken from the 
New 1ork Times on August 16, 1951, covering transactions on 
August 15: 


Range 


1951 

Sfocfc and Div'd 

Sits. 



Net 

High Low 

in Dollars 

100's 

First 

High Low Last 

Change 

58 51K 

Scars Roeb 

2a 22 

54 

54 53K 54 

+ * 


The price of Sears Roebuck common stock from January 2, 1951, 
to August 15, 1951, ranged from a high of $58 per share to a low 
of $5lla per share. The current annual dividend rate was $2 per 
share, based on the last quarterly or semiannual declaration. 
(Sometimes the dividend is the amount declared or paid thus far 
in the year and is so indicated by a footnote designation.) The “a” 
referred to a footnote: "Also extra or extras." The total volume of 
sales on August 15 was 2,200 shares. The opening transaction was 
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at $54 a share, the highest during the day was at $54, the lowest 
was at $53.50, and the last sale before the close of the trading day 
was at $54. This was % of a point higher than the last closing price 
on the previous trading day. 

Unless otherwise designated, the quotation refers to the com¬ 
mon stock of the company. Quotations on preferred stocks are 
indicated bv “pf.” Other abbreviations and symbols frequently 
used in stock quotations and elsewhere are as follows: 


com.— common 


ft., ctfs., Vic. 

cv... 

. —\o€in«' Iruvl certificates 

ex d., xd. ... 

.-ex dividend 

ex r., xr. 

.-ex rights 

R‘d. 

.-guaranteed 

P f . 

.-preferred 

P r P f . 

.-prior preferred 


.-when, as, and if issued 


Quotations on listed stocks (and bonds) not traded in on the 
exchange on a given day are found in a separate section and are 
in terms of bid and asked prices. The major New York dailies also 
report closing prices on a selected list of stocks on “out-of-town” 
exchanges. 

Over-the-counter quotations. Although the securities of the 
largest and best-known companies are listed, most securities are 
not listed but are traded in the open market or 'over-the-counter." 
In addition to the Federal obligations previously mentioned, this 
group includes: bonds of United States Government instrumen¬ 
talities that are fully guaranteed by the Government; bonds of 
Federally sponsored agencies, such as the Federal Land Banks; 
state and municipal bonds; railroad guaranteed stocks and equip¬ 
ment obligations; bank, insurance company, and investment com¬ 
pany stocks; real estate securities; foreign securities (other than 
those listed); and a host of industrial, utility, and railroad bonds 
and stocks. 

Quotations of local over-the-counter securities are obtained 
from dealer-broker houses, and the National Association of Se¬ 
curities Dealers, Inc., makes available daily and supervises the 
quotations for a large number of securities. The number of such 
quotations varies from a long list in the major dailies and special 
financial newspapers to a short list in smaller local dailies. 

Over-the-counter quotations are confined to bid and asked 
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prices, together with dividend information (in the case of stocks). 
The bid price on the previous day is sometimes shown. 

Other information on security prices and volume of trading. 
In addition to price quotations, the larger newspapers give daily 
information concerning the volume of trading on the last day of 
trading—the volume of stocks in shares and of bonds in dollars. 
Usually the day’s figures are compared with those for the equiva- 
lent day of the previous year, and the cumulated total for the year 
to date is shown. 

The day’s leaders-the stocks with the most shares traded-are 
often itemized in a separate table in the financial section, together 
with the number of issues traded that day on the particular ex¬ 
change, the number of advances and declines from the previous 
day, and the number of new highs and new lows for the year to 
date. It is interesting to note that even on a day of great activity 
and a general rise in shares, some make their new lows for the 
year. Seldom if ever have all stocks or bonds moved in the same 
direction on the same day. 

Security price averages. A number of indexes or averages have 
been constructed to represent large groups of securities or the 
market as a whole. The most widely published are the Dow-Jones, 
Standard & Poors, and the New York Times averages. Most good 
financial pages will show one of these. 

In addition to five bond averages, Dow Jones & Co. publishes 
four stock price indexes at the opening and close and at each hour 
of the New York Stock Exchange day: 30 industrials, 15 utilities, 
20 railroads, and the composite of the 65. Such averages enable 
the reader quickly to observe the trend in prices more reliably 
than observing the movement of a few leading issues. It is dan¬ 
gerous, however, to assume that such averages are fully repre¬ 
sentative. During the year 1949, for example, the Dow-Jones in¬ 
dustrial average rose from 161.60 to 200.52. However, of the 1400 
stock issues listed, over three hundred actually declined during 
the year. 

Price averages are also designed to indicate the trend of the 
market by classes of securities. Some newspapers show separate 
averages for utility, oil, steel, food, motor, and other groups of 
stocks and thus enable their readers to compare the prices of any 
particular group with the general trend of the market. 
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DOW-JONES AVERAGES 


Closing Prices on Representative Common Stocks (as computed daily) 


Year 

30 Industrials 

20 Railroads 

High 


High 

Low 

1925 . 

159,39 

115.00 

112.93 

92.98 

1926 . 

166.54 

135.20 

123.33 

102.41 

1927 . 

202.40 

152.73 

144.82 

119.29 

1928 . 

300.00 

191.33 

152.70 

132.60 

1929 . 

381.17 

198.69 

189.11 

128.07 

1930. 

294.07 

157,51 

157.94 

91.65 

1931 . 

194.36 

73.79 

111,58 

31.42 

1932 . 

88.78 

41.22 

41,30 

13.23 

1933 . 

108.67 

50.16 

56.53 

23.43 

1934 . 

110.74 

65,51 

52.97 

33.19 

1935 . 

148.44 

96.71 

41.84 

27,31 

1936 . 

184.90 

143.11 

59.89 

40.66 

1937 . 

194.40 

113.64 

64.46 

28.91 

1938 . 

158.41 

98.95 

33.98 

19.00 

1939 . 

155.92 

121.44 

35.90 

24.14 

1940 . 

152.80 

111.84 

32.67 

22.14 

1941 . 

133.59 

106,34 

30.88 

23.25 

1942 . 

119.71 

92.92 

29.28 

23,31 

1943 . 

145.82 

119.26 

38,50 

27.59 

1944 . 

152.53 

134.32 

48.40 

33.45 

1945 . 

195.82 

151.35 

64.89 

47.03 

1946 . 

212.50 

163.12 

68.31 

44.69 

1947 . 

186.85 

163.21 

53.42 

41.16 

1948 . 

193.16 

165,39 

64.95 

48.13 

1949 . 

200,52 

161.60 

54.29 

41.03 

1950 . 

235.47 

196.81 

77.89 

51.24 


Money rates. The prevailing rates of interest on short-term, 
medium-term, and long-term loans indicate the condition of the 
* capital markets. The rates usually published in the 
financial pages of particular significance to investors are as follows 
(as of August 15, 1951): 

(,ull loans—2HV. This rate applies to loans arranged by brokers 
and dealers secured by bonds and stocks, payable on demand. In 
July, 1929, prior to the peak of the stock market boom, the rate was 
as high as 9.41 per cent. It was as low as ii'i in 1935. Now that 
brokers' loans may be made only from member banks of the Fed¬ 
eral Reserve System and margin requirements as regulated by the 
Hoard of Governors of the Federal Reserve System are much 
higher than formerly, the rate on call loans has lost some of its 
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significance as an indicator of interest in the securities markets. 
The rate averaged 1.63 per cent in 1950. 

Commercial paper (prime names , 4 to 6 months)-2% to 2%%. 
Rates on this “businessmens paper,” issued through commercial 
paper houses, are representative of the short-term money market. 
They were as high as 6 per cent in 1929 and as low as %% in 1935. 

Bankers acccptanccs-1%% to 1 %%, 30 to 90 days. These are the 
rates in bankers bills and are normally the lowest non-govern¬ 
mental rates in the short-term money market. They were as high 
as 5%% in 1929 and as low as M in 1935. 

Discount rates—1 %t. This was the rate on advances by the New 
York Federal Reserve Bank to member banks secured by United 
States Government securities. The rediscount rate, formerly a 
powerful tool of credit control, has lost much of its effectiveness 
in recent years. 

Treasury notes-1.84%. This was the effective rate of return ob¬ 
tainable from the purchase of United States Treasury Notes due 
in four years. (Notes are issued from one to 5 years in maturity.) 
The rate in August, 1951, was low. But it had been as low as .6 per 
cent in 1941. 

Treasury bills—1.62%. This was the yield at the asked price of 
short-term Treasury obligations due in three months. Treasury 
bills are issued on a discount basis to mature in 90 to 92 days. 

Treasury bonds—2.58%. This was the effective rate of return 
obtainable from the purchase of United States Treasury bonds of 
the longest maturity outstanding. This rate on Treasury bonds is 
the most important interest rate in the money market from the 
investment viewpoint. It is the common denominator of all in¬ 
vestment values and provides a continuous standard representing 
the riskless rental value of money. The spread between other yields 
and the yields on Treasury bonds of similar maturity represents 
a reward for risk. The investor must decide whether the spread 
is satisfactory. 

Business and price indexes. The state of business activity 
throughout the country is measured by means of a variety of index 
numbers that are now compiled bv both public and private agen¬ 
cies and that are available in the leading newspapers. Probably 
the most widely quoted of these is the monthly index of industrial 
production, published by the Board of Governors of the Federal 
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Reserve System. This index uses as a 100 per cent base the average 
degree of activity that prevailed over the five-year period from 
1935 to 1939 inclusive. The figure was 223 in May, 1951. It had 
been 110 in 1929 and reached a low of 58 in 1932. The all-time 
high was 247 in October, 1943. 

Many other indexes are often reported from time to time in the 
financial press. The indexes of cost of living, wholesale prices, and 
retail prices, such as those prepared bv the Bureau of Labor 
Statistics of the Department of Labor, arc among those most 
widely quoted. Special financial and business journals are, of 
course, much better sources of such indexes than are the daily 
papers. 

Corporate earnings reports. In addition to the annual reports 
of earnings which corporations customarily issue, interim reports 
on a semiannual or quarterly basis are now published by the great 
majority of the more important companies. This information, 
which is summarized in the newspapers, allows investors to keep 
in close touch with the earnings records of companies in which 
they are interested and helps them to act quickly if necessary for 
the protection of their interests. 

Investors should make proper allowance for seasonal influences 
upon interim reports. Earnings for the first quarter of the year are 
rarely a dependable guide for the entire year. Because of increased 
volume of crop movements during the harvest months, earnings 
of railroad companies during the second half of the year are gen¬ 
erally much better than during the first half. 

Commodity prices. The larger newspapers report regularly the 
prices of the more important commodities. Quotations on wheat, 
corn, rye, oats, flour, coffee, cocoa, sugar, butter, lard, various 
metals, textiles, rubber hides, crude oil, and others are found regu¬ 
larly in the more important metropolitan papers. The sources of 
these quotations are the various organized commodity exchanges, 
such as the Chicago Board of Trade, the New York Cotton Ex¬ 
change, and the New York Produce Exchange. 

Other information. Depending on the scope of the particular 
financial page, a very wide variety of business and financial news 
is reported in the daily press. A glance at the New York Times 
reveals information on the outlook for various industries, banking 
and credit, Treasury and municipal financing, foreign business 
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and economic developments, notes on corporate developments, 
carloadings and other industrial activity, consumption, trade and 
transportation developments, new security offerings, dividend 
announcements, foreign exchange rates, shipping news, and notes 
on business personalities. 

Summary. Systematic reading of the financial page will go far 
toward explaining the forces that bear upon the securities markets. 
At the same time, the investor must cultivate the ability to dis¬ 
criminate between the vital and the unimportant, the petty and 
the significant. Nor should sole reliance be placed on the rather 
shallow and superficial material that comprises much of the daily 
financial section. Systematic study of the more specialized sources, 
such as those indicated in the previous chapter, is necessary for 
a really sound investment judgment. 


CHAPTER 14 


INVESTMENT RANKING 


Scope. The purpose of this chapter is to discuss the process of 
origination and distribution of the new securities which are offered 
to the public. It will be chiefly concerned with the work of in¬ 
vestment banking houses and with the regulation of their activities 
in connection with the marketing of corporate issues. The order 
of discussion is: (1) direct selling and private placement of securi¬ 
ties, (2) functions of investment banks, (3) types of investment 
firms, (4) their internal organization, (5) private negotiation and 
competitive bidding, (6) the buying function, (7) underwriting, 
(8) prices and commissions on securities, (9) "best-efforts” sell¬ 
ing, (10) “stand-by” underwriting, (11) selling the securities, 
(12) other services, (13) Federal regulation, (14) state regu¬ 
lation. 

Direct sale of securities. New securities are placed in the hands 
of investors either through direct sale or through investment bank¬ 
ing houses. Direct selling is employed by the Federal Government 
in the issue of new obligations to the general public. Direct selling 
is also employed by new, weak, and speculative concerns that 
cannot obtain or cannot afford the services of an investment 
banker. Sale of securities to employees and customers is also di¬ 
rect, as is the sale of new stock or convertible bonds to present 
stockholders by privileged subscription. (The offer of stock by 
rights is described in Chapter 17.) In many cases, however, the 
issuing corporation may have the successful sale of securities 
through rights guaranteed or underwritten by investment bankers, 

under a "stand-by” agreement that will be described later in this 
chapter. 

Diroct selling also takes the form of “private placements.” 
whereby a corporation sells bonds in large blocks to large invest¬ 
ing institutions, such as life insurance companies, without utilizing 
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the services of the investment banker or middleman. Over 40 per 
cent of corporate bond offerings, consisting of high-grade securi¬ 
ties, are now thus privately offered-a situation that has become a 
matter of serious concern to investment bankers. 1 The growth of 
private placement is attributable in part to the requirements of 
the Securities Act of 1933 with respect to issues publicly offered, 
particularly because of the work, expense, and possible liability 
incurred in registration of new issues and the uncertainty that 
accompanies the required waiting period that precedes the public 
offering. In addition, private placement eliminates the under¬ 
writing commission of the investment bankers. A technical disad¬ 
vantage is found in the ineligibility of such securities for resale to 
the public at a later date until the proper registration procedure 
is then completed. The major disadvantage, however, lies in the 
fact that the investing public is not only prevented from partici¬ 
pating directly in the better quality of new issues which are pre¬ 
empted bv relatively few large institutions, but also is deprived, 
through refunding operations, of bonds called for redemption 
with the proceeds of new issues privately placed. 

The remainder of this chapter is devoted to the distribution of 
securities through investment bankers and to the internal organiza¬ 
tion and operation of investment firms. 

Economic function of investment banking. The investment 
banker is a middleman, the intermediary between the govern¬ 
mental or business issuer of securities and the investing public. 
Through him new capital is obtained in large volume. To a large 
degree he determines the channels into which savings are directed. 
His responsibilities extend to the issuer for advice, aid in financing, 
and determination of sound financial practices. To his investing 
clients he is responsible for thorough investigation of the issuer 
and its securities, selection of sound issues, formation of invest¬ 
ment judgment, and aid in maintaining a market. He thus plays an 
extremely important role in capital formation by making available 
to business concerns and public bodies the funds required for the 
operation and growth of the economy, obtaining these funds from 
the savings of many millions of investors, directly and through 

1 To participate in a small way in such business, some investment houses act as 
intermediaries, on a (ee basis, between the borrowing corporation and the invest¬ 
ing institution. 
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financial institutions. It is important that lie conduct his affairs 
honestlv, efficiently, and economically. 

Something of the economic importance of the investmenf 
hanker, as well as the methods used in the distribution of securi¬ 
ties, is indicated by the following figures covering all securities 
registered for cash sale with the Securities Exchange Commission 
for the fiscal years ended June 30, 1949 and 1950 (in millions ol 
dollars): 2 

1949 1950 


To be sold through investment bankers: 

Under agreements to purchase for resale .. $2,758.4 $2,927.8 

Under ‘'best-efforts" agreements. 557.4 962.8 

$3,315.8 $3,890.6 

To be sold directly to investors by Issuers .... 888 .2 490.7 

Total . $4,204.0 $4,381.3 


Business functions of investment banking. The chief function of 
investment banking is the distribution of new issues of securities. 
The position of the investment banker in the commercial world 
is similar to that of the merchant who buys goods on a wholesale 
basis and resells them at retail. Just as some of the larger mer¬ 
cantile houses conduct a wholesale business with smaller firms, 
so the larger investment banking firms act as wholesalers in sup¬ 
plying securities to smaller dealers. The investment banker who 
deals in securities performs the economic function of the merchant 
who deals in commodities. In both instances, middlemen are 
needed in order to make the articles readily available to buyers. 
Both have an equal economic justification. Criticism is warranted 
in either case only if the service is inefficient or if the compensa¬ 
tion is unreasonable. 


In acting as merchants who are engaged in the business of 
distributing securities, investment bankers differ from commercial 
bankers, who act primarily as the custodians of funds which have 
been deposited with them. The commercial banks, in loaning these 
funds, are, in effect, using capital which belongs to other people 
and which they must be prepared to return at short notice. 3 In- 

2 Sixteenth Annual Report of the S.E.C., 1950, p. 6. 

J During recent years, commercial banks have been making “term loans" for 
periods as long as ten years, in contrast to the traditional limit of one year for 
bank loans. This innovation has enlarged the scope of commercial banking and 
reduced the held of investment banking. (See Chapter 9.) h 
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vestment bankers, who are not allowed to engage in deposit bank¬ 
ing, must supply their own funds for use in purchasing securities. 
Like merchants, they have placed their capital in inventories 
which must be resold before additional securities may be pur¬ 
chased. They buy for resale, not for investment, the obligations 
of governments and corporations which are customarily sold to 
investors and institutions other than commercial banks. 

The investment banker should not be confused with the broker , 
who is mostly concerned with executing transactions in securities 
that are already outstanding, for the account of others. The in¬ 
vestment banker should also be distinguished from the dealer, 
who engages in the business of buying and selling securities for 
his own account, through a broker or otherwise. In contrast with 
the investment banker, neither of these as such plays any part 
in the actual origination of new security issues, although they 
may be involved in the retail distribution of such issues. 

In actual practice, many brokerage houses maintain investment 
banking departments, and many investment banking firms have 
brokerage divisions and act as dealers in securities, both listed 
and unlisted. A number of investment houses act as managers of 
portfolios for investors, organize and manage investment trusts, 
deal in government securities, maintain facilities for trading in 
commodities, and conduct other activities as "department stores 
of finance.” 

Types of investment banking houses. Investment banking 
houses may be classified: as national or local, depending upon 
their field of activity; as partnerships or coqwrations, depending 
upon the form of organization; as underwriters or distributors, 
depending upon the volume of business handled. Although many 
of the larger investment houses (such as Halsey, Stuart and First 
Boston) do a nationwide business with offices in the principal 
cities, some of the very largest have no out-of-town offices (such 
as Morgan Stanley and Kuhn, Loeb). Investment banking firms 
which have memberships on the New York Stock Exchange are 
required to operate as partnerships, but those which do not have 
such affiliation are usually corporations, except in the smaller 
cases. Some firms conduct a purely wholesale business, while 
others are wholesalers and large retailers combined. These firms 
are able to distribute relatively large portions of new issues and 
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usually join in the original underwriting in order to secure the 
larger profit margin thus obtainable. Other firms arc known as 
distributors, although the underwriting firms also act as dis¬ 
tributors. 

Internal organization. The internal organization of an invest¬ 
ment banking house depends chiefly upon the size of the firm. 
The larger houses, which handle a wide variety of issues on both 
a wholesale and a retail basis, have departmental organizations 
comparable to mercantile firms. The smaller houses necessarily 
combine many activities into a few operating departments. From 
a functional viewpoint, the work of an investment banking house, 
as distinguished from that of a securities brokerage firm, may be 
divided into five fields. 

(1) The buying function is that of purchasing—through under¬ 
writing or otherwise—new issues of securities to be offered for 
resale. 

(2) The selling function is that of distributing either at whole¬ 
sale through other dealers or at retail to the public, the securities 
previously purchased. 

(3) Hie advisory function is that of giving professional advice 
to issuers and buyers of securities, based on information com¬ 
piled by the statistical or research department. 

(4) The protective function is that of protecting the interests 
of holders of securities through the provision of secondary mar¬ 
kets and the reorganization of companies in trouble. 

(5) The service function is that of performing a number of 
miscellaneous services for the convenience of the investor. 

Private negotiation and competitive bidding. Securities are 
obtained by investment banking houses either through privatelv 
negotiated sales by the issuer to the bankers, or through com¬ 
petitive bidding. Under the former method, an investment bank¬ 
ing house or, more frequently, a group of participating houses, 
acquires the issue from a corporation in a private deal. The sale 
•nay go to a particular banking house because of previous satis¬ 
factory services performed. Or the origination of the issue by a 
particular firm may result from the search for new issues, or from 
relations with other bankers. New financing proposals mav also 
reach investment banking houses through the direct application 
ot the corporation seeking funds. 
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The traditional custom of investment bankers in buying new 
corporate securities through private negotiation has been very 
considerably undermined by regulation requiring competitive 
bidding for certain types of securities. It is estimated that ap¬ 
proximately three-quarters of all corporate bonds, including 
nearly all railroad and most utility bonds and virtually all state 
and municipal bonds, sold through underwriters in the United 
States, are now sold through this procedure. Few industrial bonds 
are offered in this manner. In 1919 Massachusetts required elec- 
tric and gas companies to offer their bonds through competitive 
bidding. Since 1926, the Interstate Commerce Commission has 
required this type of bidding for equipment trust issues of rail¬ 
roads and, since 1944, for virtually all other types of railroad 
securities. Certain state utility commissions, such as those of New 
Hampshire, Indiana, California, and New York, require com¬ 
petitive bidding for companies under their jurisdiction. In 1941, 
under the Public Utilities Act of 1935, the Securities and Exchange 
Commission adopted a rule (Rule U-50) requiring competitive 
biddings for security issues of registered holding companies and 
their gas and electric subsidiaries. Issues of less than $1,000,000 
are exempt, as are issues sold pursuant to pre-emptive rights. 

There is general agreement that competitive bidding is neces¬ 
sary and appropriate in the case of municipal bonds. The main 
reason for its extension to the sale of corporate securities has been 
the desire to eliminate or lessen monopoly in securities under¬ 
writing. Advocates of the practice also maintain that securities 
will be better priced, commissions more reasonable, distribution 
wider, and unwise dominance of corporations by their bankers 
eliminated. The leading arguments (among many) against the 
practice are: 

1. The investment banker becomes a mere merchant and can¬ 
not fulfil his responsibility to the issuer through advice on the 
terms of the issue, the timing of the offering, and the appropriate 
price. 

2. Issues may become overpriced and consequently run the 
risk of “stickiness’* in anything but a very strong market. 

3. Issues of poorer quality are encouraged. 
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4. Small dealers are discouraged from participating through 
the decline in their portion of the gross commission. 

5. Wider distribution cannot be expected when financing is still 
concentrated in New York. 

6. The investment banker cannot represent the interests of 
the investor as well as through private negotiation, because of the 
less complete investigation, lack of advice to the issuer, and pos¬ 
sible overpricing of the issue. 

The buying function. The buying department of a large in¬ 
vestment banking firm is ordinarily organized into three divisions: 
corporate, municipal, and foreign. The smaller underwriting firms 
have either corporate or municipal buyers. The firms which act 
as distributors rather than underwriters do not have buying de¬ 
partments, inasmuch as the new securities they offer for sale are 
obtained from underwriting firms through sales agreements. 

Although numerous foreign securities were underwritten by 
American houses in the decade from 1920 to 1930, the flotation 
of such issues has virtually stopped, with the exception of Cana¬ 
dian offerings. (See Chapter 22.) The cessation of foreign issues 
in the 1930 s was due in part to political and economic troubles 
abroad, in part to international hostilities, and in part to the effect 
of the Johnson Act of 1934, which prohibited loans to nations in 
default on World War debts to the American Government. World 
War II virtually completed the drving-up of foreign loans in the 
form of dollar bonds. In the 1920’s it was the practice of American 
investment houses in the purchase of foreign securities to send 
buying representatives to conduct negotiations in the countries of 
issue rather than to deal with an authorized negotiator in this 
country. Competition between rival investment firms for the privi¬ 
lege of making the loans was not conducive to the most conserva¬ 
tive lending practices or to the best interests of American investors 
who purchased the bonds. (See Chapter 22.) 

Municipal securities arc purchased through competitive bid¬ 
ding. The municipality advertises its issue in a daily newspaper 
or in The Bond Buyer, stating the terms of the issue and calling 
for sealed bids. Usually the bid showing the lowest net interest 
cost to the issuer is accepted. When the proposed issue is larger 
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than single firms can handle, bids are placed for a designated part 
ot the issue. Because the aggregate price obtainable from the best 
combination of partial bids is frequently less than the price offered 
by bidders for the entire issue on an “all-or-none” basis, buying 
firms usually offer group bids for the entire issue on joint account. 

The work of the buying department in making a bid for a new 
issue of municipal bonds is chiefly mathematical. After estimating 
carefully the price which could be received from the sale of the 
bonds to the public, with due consideration for interest rate and 
maturity date, a profit differential is subtracted and a bid price is 
determined. If it is assumed that the bonds could be sold on a 
2.80 per cent yield basis, which would indicate a sales price of 
104 ($1,040 per bond) for 3 per cent bonds at a 30-vear maturity, 
a P rofit mar g in of one point ($10 per bond) might be subtracted, 
thus leaving an indicated bid price of 103 ($1,030 per bond). In 
a strong municipal bond market, the profit margin might be cut to 
% of 1 per cent ($7.50 per bond), indicating a bid price of 103.25 
($1,032.50 per bond). As other bidders have probably calculated 
along the same lines, the actual bids placed are seldom in simple 
fractions but in involved decimals such as 101.5134, which is 
slightly higher than 101.50 or 101.51 or even 101.513. 

As indicated previously, most industrial securities are purchased 
through private negotiations between the investment house and 
the corporation. The usual procedure of an investment banking 
firm in making an original negotiated purchase of a security issue 
may be divided into three major steps. The first is the preliminary, 
or office, analysis. The second is the engineering, legal, and ac¬ 
counting examination. The third is the negotiation conference, at 
which the final decision is reached. 

The office analysis is a preliminary survey conducted at the 
office of the investment banker and covers the financial statements 
and the general character of the company. Many proposals do not 
get beyond this stage. 

If the preliminary analysis is favorable, the negotiations reach 
the second stage, involving a very thorough investigation. Repre¬ 
sentatives in the service of the investment house conduct a search¬ 
ing inquiry into the internal affairs of the company. Appraisers 
value the buildings, equipment, and inventories. Auditors verify 
the financial records and inspect the accounting methods, with 



INVESTMENT BANKING 


221 


particular regard to such important practices as depreciation 
policy. Industrial engineers observe production methods. Market¬ 
ing specialists analyze the distribution of the product and deter¬ 
mine the position of the company in its field. Legal counsel passes 
upon franchises, leases, and contracts. Reports on all of these 
phases are received by the house, and, if they are favorable, the 
negotiation conference is arranged. 

At the negotiation conference an over-all informal agreement is 
reached covering the amount of the issue and the provisions of 
the securities that are best suited to the issuer’s needs at the time 
and that will meet the requirements of the market for the par¬ 
ticular type of issue. A tentative schedule of the steps required 
prior to actual public offering is drawn up. If the issue is to be 
offered under the terms of the Federal Securities Act, a definite 
public offering price is not set until a few days prior to actual 
sale, but a price is agreed upon that may be subject to later 
change. The underwriting spread or total bankers' commission is 
also determined at this point. The margin to the investment house 
is often low and the risk large. If the purchasing function is prop¬ 
erly performed, however, the issue is. to me a maxim in financial 
circles, “half sold." 

The underwriting of securities. When negotiations between the 


originating house and the corporation have been completed, an 
agreement is drawn up between the corporation and the pur¬ 
chaser. But large issues involve more risk than a single investment 
house is willing to assume. Wide and rapid distribution is neces¬ 
sary, and one house cannot afford to have a large portion of its 
capital in one issue. For these reasons, while the negotiations be¬ 
tween the originating house and the corporation are nearing com¬ 
pletion, the former, acting as group manager, invites a group of 
investment houses to share in the purchase. The number so invited 
varies with the size and character of the issue and the current 
condition of the securities market. It may range from as few as 
two to over one hundred. An example of an extremelv lar«'e group 
is found in the case of the $200.(X)0,000 issue of American Tele¬ 
phone and Telegraph Company 29TC Debentures of 1982 brought 
out in March, 1947, in which 199 houses participated. Only 15 
underwriters participated in the purchase of $11 282 000 3V& 
mortgage bonds of 1975 issued by California Water Service Com- 
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pany in 1945. The financial responsibility of the participants, the 
particular markets in which they specialize, their past records, 
and their ability to distribute securities are the chief criteria for 
their selection. The managing or originating house determines the 
size of the individual participations. 

Prior to the passage of the Securities Act of 1933, only the orig¬ 
inating firm signed the purchase agreement with the corporation. 
Under the present practice, the agreement is signed bv the orig¬ 
inating firm as the representative of all members of the purchase 
group. Under the practices used prior to the Act of 1933, the 
agreement was binding and guaranteed the issuer the entire net 
proceeds of the financing, except under extreme circumstances. 
The Securities Act introduced a required waiting period of 20 
days between the filing of the registration statement and the effec¬ 
tive date of public offering of the issue. As a result, current pur¬ 
chase agreements, even if they take the form of firm commitments, 
provide through “escape clauses” for the cancellation of the under¬ 
writers’ obligations under a variety of conditions. 4 Furthermore, 
the agreement to purchase is contingent on the registration state¬ 
ment becoming effective, for without effective registration the 
purchasers cannot publicly offer the security, if the offering falls 
under the scope of the Securities Act. 

The purchase agreement between the underwriters (purchase 
group) and the corporation contains provisions covering the fol¬ 
lowing: (1) title, amount, and complete description of the pro¬ 
visions of the security; (2) various warranties by the issuer, in¬ 
cluding full compliance with the Securities Act, proper accounting 
certification, correct financial statements, absence of lawsuits 
against the issuer, and qualification of the issue under state blue- 


* The prospectus dated June 28. 1949, offering Pacific Cas and Electric Company 
3% First and Refunding Mortgage Bonds of 1983 contains the following statement: 

"The purchase contract... provides in substance that it may be terminated by 
the Representative with the consent of the Purchasers (including the Representa¬ 
tive) who have agreed to purchase in the aggregate fifty per cent (50%) or more 
of the principal amount of the Bonds (a) ST prior to the time the post-effective 
amendment shall become effective, the market value of securities in general, or 
political, economic or financial conditions shall have so materially changed as in 
the judgement of the Representative to render it inadvisable to proceed with such 
public offering, or (b) if, prior to the closing date, the Company shall have sus¬ 
tained a material and substantial loss by fire, flood, accident or other calamity 
which in the judgement of the Representative shall render it inadvisable to proceed 
with the deliver)- of the Bonds, whether or not such loss shall have been insured. 
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skv laws; (3) the agreement of the underwriters to purchase and 
of the issuer to sell the entire issue, usually with several liability 
on the part of the underwriters, and the amount each underwriter 
agrees to purchase; (4) the price of the issue, the underwriting 
discounts or commissions, and the method of payment and de¬ 
livery; (5) the agreement of the underwriters to make a public 
offering within a fixed period after the effective date of registra¬ 
tion at a stipulated offering price; (6) the agreement of the issuer 
to pay all expenses in connection with the issuance and delivery 
of the securities to the purchasers; (7) the agreement of the issuer 
to deliver copies of the prospectus if required under the Securities 
Act; (8) the agreement of the issuer and underwriters to indem¬ 
nify each other against any liabilities under the Securities Act, 
with certain reservations; (9) any limitation on obligations of the 
underwriters, such as those arising out of adverse changes in the 
condition of the issuer or in the market; (10) the furnishing of 
certified financial statements bv the issuer. 

The purchase group (also known as the purchase syndicate or 
underwriting syndicate) is tied together by a contract or “agree¬ 
ment among underwriters" that is in effect a temporary partner¬ 
ship agreement which sets forth the rights and liabilities of the 
underwriters among themselves. It authorizes the originating firm 
to act as agent and manager of the group (for which it is paid a 
specified sum), stipulates the terms of payment by each under¬ 
writer for his share of the issue, and contains provisions for 
stabilizing the market, disposition of unsold securities, termination 
o! the contract, and the nature of the obligation or liability of the 
members. In the “divided syndicate,’’ now in universal use, the 
liability of each member is limited to the amount of his participa¬ 
tion. 

On the date set for the completion of the terms of the under¬ 
writing contract, the so-called “delivery date," each underwriter 
delivers to the managing house a certified bank check made out 
to the order of the corporation. These checks are delivered to the 
corporation at a designated bank in exchange for the bonds, which 
are usually in the form of temporary certificates, called interim 
receipts, exchangeable later for definitive bonds. Underwriting 
linns take down only that part of their subscription which they 
plan to sell directly and leave the remainder for distribution to 
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members of the selling group, from whom they will receive reim¬ 
bursement through the underwriting managers. 

Pricing the issue; the underwriters’ “spread.” A most important 
and delicate task of the investment banker is to set the price at 
which the issue is to be sold to investors. To do this, he is guided 
by the prices and yields prevailing in the market on comparable 
issues. Underpricing deprives the issuer of funds that might other¬ 
wise have been raised. Overpricing may result in large losses for 
the underwriters. Thus, in May, 1950,'a syndicate paid 98.5799 
for 30 millions of debentures of Seaboard Air Line that were to be 
resold at 99.375. The bonds found few takers, and when the syndi¬ 
cate let the bonds reach their own level, the best price they could 
obtain was 97.5, resulting in a loss to the group, before expenses, 
of over $300,000. 

The price must also reflect the underwriters* spread or com¬ 
mission. Spreads vary with the size, type, and quality of the issue, 
with the anticipated ease of distribution, and with market con¬ 
ditions. They may be one per cent (one point) of face value or 
less in the case of a municipal bond that is readily marketable, 
from less than one per cent to 2 per cent on high-grade corporate 
bonds, and to as high as 20 per cent on unseasoned stocks that 
require intensive sales effort and greater risk. Each new flotation 
involves the reputation as well as the capital of the underwriters. 

The cost of flotation, representing commissions and discounts 
to investment bankers, on various types of securities registered 
with the Securities Exchange Commission for public distribution 
is shown in the table on the opposite page. 

The spread or commission consists of three elements: (1) the 
management fee of from & to Vt per cent in negotiated transactions 
and 5 per cent of the gross spread in most competitive transac¬ 
tions; (2) the compensation for underwriting of about 55 per cent 
of the gross spread after allowing for the management fee; and 
(3) the selling commission of about 45 per cent. Thus, in a nego¬ 
tiated deal with 2 per cent over-all spread, management might 
receive % per cent, % to 2* per cent might be retained by the under¬ 
writers, and per cent might be the compensation for selling. (It 
is also customarv to allow members of the National Association 

y 

of Securities Dealers, Inc., a “trade" concession of % per cent.) 
Where an underwriter sells all or part of his participation to his 
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COMMISSIONS AND DISCOUNTS TO 
INVESTMENT BANKERS 
(Per cent ol gross proceeds) 


Yenr ended 
June 30 

Bonds 

Preferred 

Slock 

Common 

Sloek 

1941. 

1.8* 

4.1* 

14.4* 

1942 . 

1.5 

4.1 

10.1 

1943 . 

1.7 

3.6 

9.7 

1944 . 

1.5 

3.1 

8.1 

1945 .I 

1.3 

3.1 

9.3 

1946 . 

.9 

3.1 

8.0 

1947 . 

.9 

2.8 

9.3 

1948 . 

.6 

4.5 

10.2 

1949 . 

.8 

3.8 

7.1 

1950 . 

.6 

2.7 

6.4 


Source: Sixteenth Annual R-pott of the S.R.C.. 1050. p. 7. 

own clients, lie would receive both the underwriting and selling 
portions of the spread on all bonds taken up. 

In most competitive bond transactions, the selling commission 
is negligible, because the gross spread itself is very small. Most 
securities purchased under competitive bidding have a very ready 
resale, and the underwriting risk and distribution effort are cor¬ 
respondingly slight. Thus, in the Pacific Gas and Electric Com¬ 
pany issue referred to in footnote 4, page 222, the gross spread was 
.506 per cent, of which the selling concession was .125 per cent. 

Under the Securities Act of 1933 the amount of the commission 
or discount to be retained by the underwriters must be fully dis¬ 
closed in the registration statement and in the final prospectus 
describing the offering. 

Best-efforts" selling. A deviation from outright purchase by 
underwriters under a firm commitment is an arrangement whereby 
the investment house takes no risk but merely acts as agent for the 
company, agreeing to use its best efforts to distribute the securities 
for the account of the corporation at the public offering price. 
Such arrangements are found chiefly in the distribution of stocks, 
particularly unseasoned and speculative issues, although verv 
occasionally a high-grade bond issue will be sold under these 
terms where the corporation is willing to risk the success of the 
flotation. The underwriting spread or commission in such cases 
represents chiefly payment for sales services rendered. 
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The following paragraph from the prospectus of December 10, 
1945, offering a unit of 1 share of 67 preferred slock ($10.00 par) 
and 1 share of common stock ($1 par) of Fleming-Hall Tobacco 
Co., Inc., at the price of $15.00 per unit, illustrates the use of the 
“best-efforts” arrangement: 

The company has entered into an agreement with Floyd D. Cerf 
Company (a sole proprietorship), 120 South La Salle St, Chicago 3, 
Illinois (hereinafter called the “Underwriter”) whereby the Company 
employs the Underwriter to sell for its account 150.000 shares of 6? 
Cumulative Preferred Stock and 150,000 shares of Common Stock of 
the Company described herein, in units consisting of one share of Pre¬ 
ferred Stock and one share of Common Stock at a price to the public 
of $15.00. The Underwriter is not affiliated with the Company and 
there is no commitment by the Underwriter to purchase any of the 
units. 

In this case the commission was $1.75 per share, or nearly 12 per 
cent of the offering price. Selected dealers were to be allowed 
$1.00 per unit for any shares passed along to and sold by them. 

Stand-by” underwriting. In its original or strict sense, the term 
underwriting refers to an insurance function whereby under¬ 
writers agree to take up the unsold portion of an issue that is being 
offered by the corporation directly to the investor. The definition 
of an “underwriter” contained in the Securities Act of 1933 in¬ 
cludes both this arrangement and outright purchase by invest¬ 
ment banks. The term “stand-by” or “pure" underwriting is used 
to describe the former arrangement. 

The most frequent use of the stand-by arrangement is found in 
the issuance of stock or convertible bonds to present stockholders 
under privileged subscription. Where the issuer does not wish to 
incur the risk, an underwriting group is formed to stand by to take 
any securities not purchased by stockholders. For this service a 
commission is paid consisting of a certain rate on the whole issue; 
an additional commission may be paid on all shares taken up bv 
the banking group. If stockholders subscribe to the whole issue, 
the underwriters have been paid for their assurance that the funds 
will be available when required and for advisor)' services. The 
additional commission is in the nature of a real purchase-and-re- 
sale discount. 

In a study of 47 offerings to existing stockholders of common 
stock listed on the New York Stock Exchange, made from Feb- 
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ruary, 1943, to October, 1946, 37 were underwritten and the 
“stand-by” compensation (payment for commitment to purchase 
unsubscribed shares) ranged from 5.6 per cent to 1.2 per cent of 
the offering price, with an average of 2.78 per cent. In all but 8 
of the 37, the agreement called for additional compensation on 
unsubscribed shares purchased by the underwriters/ 

That the underwriting of stock subscriptions may prove ad¬ 
vantageous to the issuer and costly to the underwriter when the 
offering is unsuccessful is illustrated in the case of the Willis-Over¬ 
land $4.50 preferred stock, of which 155,145 shares were offered 
to stockholders in June, 1946, at $100 per share. Only 6.024 shares 
were taken up by stockholders, and the underwriters paid $98 
for the balance. The stock declined to a low of $44 bv September, 
1947. At the opposite extreme is the very unusual arrangement 
made in May, 1948, between Consolidated Edison Co. of New 
York and Halsey, Stuart & Co. and associates, whereby the latter 
(the underwriters) actually paid the utility company $1,000 for 
the privilege of underwriting an offer of convertible debentures. 
I he investment banks in this case proceeded on the assumption 
that there would be some debentures not subscribed for, which 
the underwriters would be entitled to purchase at par and which 
were expected to go to a premium in the market. 

Selling the securities. Investment bankers are merchants of 
securities. Once an issue is underwritten, it must be sold as rapidly 
and as widely as possible in order to satisfy the issuer and limit 
the risk of the underwriters. In the case of large issues, the usual 
device for distributing the issue to the ultimate investor is the 
selling group, formed to sell that portion of the issue not sold by 
the underwriters directly to their own clients. The selling group, 
or “representative dealers,” consists of many dealers (sometimes 
as many as several hundred), who are invited to enter into an 
agreement entitling them to share in retailing the issue; they are 
selected on the basis of their ability to obtain permanent place¬ 
ment of the securities. The members of the selling group receive 
lli<‘ portion of the gross spread mentioned previously that is al¬ 
lotted to the selling function on all securities passed along to them. 
Under modern selling group arrangements, the members of the 

C ,SiUCS W ‘ th Prcem l >tite Ri Sf ltt (New York: Shields & 



228 


INVESTMENT BANKING 

group are committed financially only for those securities for which 
they elect to subscribe. 

While invitations to participate in a selling group are sent out 
early, the actual formation of the group, in the case of securities 
whose offering is subject to the provisions of the Securities Act of 
1933, is delayed until the effective date of the registration state¬ 
ment, before which no securities may be sold. In the interim, the 
dealers are acquainted with the details of the forthcoming issue 
by means of a preliminary or “red herring” prospectus which 
differs from the final one in omitting the price at which the issue 
will be offered to the public or the concession (share of the 
spread) that will be allowed the members of the selling group. 6 

The arrangements between the purchase group and the selling 
group are set forth in a selling group agreement in the form of a 
letter from the manager to the selling group members. It includes, 
among other matters, the offer of a specific amount of securities 
to the invited dealer, the public offering price, and the amount of 
the dealers concession, together with provisions for terminating 
the group. The securities cannot be offered to the public below the 
public offering price during the life of the group, which, under 
present-day practice, seldom exceeds one month. Not all offerings 
arc quickly absorbed, however. Because of unforeseen market 
conditions or because they have been overpriced, new issues oc¬ 
casionally become difficult to sell, or “sticky,” in financial parlance. 

It is the invariable practice of underwriting groups to “support 
the market while offering new securities. In order to avoid the 
harmful effect of reported transactions at prices lower than that 
set in the public offering, the underwriting manager places buying 
orders in the market for the purchase of the bonds at the public 
offering price. Similar buying orders are sometimes placed for the 
purchase of other securities of the same company if these issues 
seem more attractively priced than the new issue. As a conse¬ 
quence, the market price of a new issue is not allowed to fall be¬ 
low the established price during the period of distribution. Even 


c The term "red herring" is derived from the fact that each page of the prospectus 
contains a statement, printed in red. that the information is subject to correction 
and that the document is not an offer tc sell or a solicitation of an offer to buv the 
securities described. 
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though such market stabilization is a form of price manipulation, 
it has been approved as an essential part of security distribution. 
However, two rules must be observed: (1) notice of the intention 
to support the market must be included in the prospectus; and 
(2) daily reports of stabilizing operations conducted to facilitate 
the distribution of a registered security must be made to the 
Securities and Exchange Commission. 

New issues of securities are ordinarily sold through direct solici¬ 
tation of salesmen employed by the investment dealers, who are 
compensated on a commission basis. The natural consequence is 
that salesmen seek a maximum volume of business, and there is 
sharp temptation to induce clients to switch from old into new 
securities, or to buy securities that may not be suited to their in¬ 
vestment needs. In fairness to the investment house, investors 
should realize that all securities offered by that house arc not of 
uniform quality and are therefore not equally suitable for all 
buyers. As explained throughout this book, securities range in 
quality from very good to very poor. While reputable investment 
houses naturally avoid poor securities, yet they do not confine 
themselves to those of the highest grade. The more conservative 
houses instruct their salesmen not to offer securities indiscrimi¬ 
nately but to recommend issues suitable to the position of the in¬ 
vestor. Investors, in turn, should not assume that all securities 
offered bv a house in which they have confidence are desirable 
commitments for them. The proper selection of investment se¬ 
curities is among the most important problems of the investor. 
He should seek advice but should also be prepared to make his 
own decisions. 

The advisory function. Investment houses act in an advisory 
capacity with relationship to issuers of securities as well as to 
buyers of securities. A corporation that desires to raise capital 
through the sale of securities will consult with the investment 
house which usually handles its issues before determining the na¬ 
ture of the offering. The investment house is constantly in touch 
with market conditions and is in a position to recommend the 
type of security that will prove most popular under existing con¬ 
ditions. Moreover, provision must be made for future needs and 
market conditions, as well as for those of the present. The manner 
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in which this advisory function operates has been explained by a 
prominent investment banker: 7 

When a company desirous of raising capital funds first goes to an 
investment banking firm, the company frequently has not even decided 
what type of security it wishes to offer-whether, for example, it should 
be a mortgage bond, a convertible debenture, a collateral trust note, 
or a preferred or common stock. The issuer is seeking advice on that 
primary question and also on the related questions of the terms (such 
as probable price, maturity, and interest rate), the amount of monev 
to be raised, and the time best suited for the offering. Such problems 
must be considered not only with the existing financial structure of 
the issuer in mind, but with an eye to the future. They are often studied 
jointly by the banker and the issuer for months. Some are frequently 
decided promptly; others (such as the public offering price, interest 
rate conversion provisions, and redemption terms) cannot be finally 
fixed until a day or two before the issue is placed on the market. If the 
securities are to be issued under a trust indenture, weeks may be spent 
in considering the covenants and other provisions that it should con¬ 
tain for the proper protection of both the issuer and the investor. 

Investment houses endeavor to act in an advisory capacity to 
investors in various ways. They are always willing to discuss the 
suitability of a particular security to the needs of the inquiring 
investor, either in personal consultation or bv correspondence. 
Many houses invite their customers to submit investment lists for 
periodical examination, on the basis of which recommendations 
are made for changes they believe will be beneficial. Most houses 
will cheerfully prepare an analysis of any security in which a 
customer may be interested, even though the firm may have no 
interest in the issue. Charges are seldom made for these services 
beyond the profit obtained on securities bought through the house. 

The protective function. Investment houses usually act to pro¬ 
tect the interests of customers in securities issued by the house 
which later meet default. They form protective committees which 
endeavor to arrange the most equitable settlement on behalf of 
the security holders. In the words of an outstanding investment 
banker: 8 


7 From a memorandum submitted by Harold Stanley, of Morgan Stanley and 
Company, to the Temporary National Economic Committee, dated Nov. 29, 1939. 

s From testimony of the late Otto II. Kahn, of Kuhn. Loeb & Co., in the Con¬ 
gressional Investigation of Foreign Loans, Dcccml>cr 21, 1931. 
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The issuing house considers it its responsibility to do everything in 
its power to reconstitute and re-establish the solvency and good credit 
of the property; to protect the bondholders against any undue exac¬ 
tions that might be demanded of them; to work out the best possible 
plan of reorganization, and to give advice in all fairness to the bond¬ 
holders concerned; to give its efforts, its experience, its ability fairly 
and properly to deal with the situation after the default has been 
created. 

As a further method of protecting the interests of their cus¬ 
tomers, investment houses usually maintain trading departments. 
These departments provide what is called a ‘secondary market” 
for securities originally sold bv the firm which customers desire 
to dispose of. In all cases where securities are received on an ex¬ 
change basis, the credit allowed to the customer depends upon the 
price the house can obtain through its trading department, which 
keeps in touch with the various security markets. The trading de¬ 
partment usually makes a market" in securities previously issued 
by the house, by maintaining bid and asked prices in the issues. 
Orders for the purchase and sale of securities not issued by the 
house are handled through this department. Requests for price 
quotations from customers are likewise answered bv this division. 
The work of the trading department is especially valuable in con¬ 
nection with unlisted securities, because of the lack of reliable 
quotations in this important group. Unlike the trading department 
ol a brokerage house, which is operated for the prime purpose of 
direct profit, the trading department of an investment house is 
maintained principally to assist the sales department in the dis¬ 
tribution of new issues. 

I he service function. Investment houses perform many minor 
services of considerable benefit to the customers who take ad¬ 
vantage of them. They protect securities in their vaults in special 
safekeeping envelopes. They collect interest and dividend pay¬ 
ments when so requested. They notify investors of called bonds 
and ol opportunities to profit from sinking fund offers or conver¬ 
sion options. I hey keep files of customer security holdings and 
stand ready to make suggestions for the improvement of portfolios. 
They maintain statistical departments that contain official sources 
of information available to customers of the house. They advise 
the customers on income and estate tax problems in connection 
with security holdings. It is not customary to make any charges 
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for these services, which are performed as part of the operating 
facilities of the house. 

Federal regulation of security selling. Legislation designed to 
protect the public in the purchase of investments made a decided 
advance in the passage of the Securities Act of 1933. So far-reach¬ 
ing are the provisions of this law that it is not an exaggeration to 
state that it represented the passing of an old order and the be¬ 
ginning of a new epoch in the business of security marketing. As 
aptlv remarked by President Roosevelt in recommending such 
legislation, the old slogan of "Let the buyer beware” has been 
amended to “Let the seller also beware.” No longer may “hedge 
clauses” be inserted in security circulars for the purpose of releas¬ 
ing the investment house from any responsibility for the accuracy 
of information given. The obligation of telling the whole truth in 
connection with new security offerings has been placed upon the 
issuing corporation and the distributing investment house. 

The Federal Securities Act does not automatically eliminate 
state security commissions and blue-sky laws, or interfere in the 
security-approval functions of the Interstate Commerce Commis¬ 
sion or the state public service commissions. The Federal law aims 
to supplement existing state laws which have not proved suffi¬ 
ciently rigorous in preventing severe losses to the investing public. 

It applies only to securities offered through the mails or in inter¬ 
state commerce. 

The purpose of this discussion is to indicate the nature of the 
protection afforded by the statute rather than to summarize the 
provisions of the entire Act. In general, the law requires that 
specific information on new security offerings be filed with the 
Securities and Exchange Commission prior to the sale of such 
issues to the public and that the issuers of the securities be held 
responsible for the completeness and accuracy of such information. 

Exempt securities. Certain classes of domestic securities are 
exempted from the provisions of the Securities Act. The list of 
such issues is here shown: 

1. United States Government obligations; 

2. Territorial bonds; 

3. Federal instrumentalities, such as Federal Land Bank bonds; 

4. State bonds; 
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5. Municipal bonds; 

6. Securities issued by railroads and other common carriers; 

7. Receiver’s and trustee’s certificates, issued with court ap¬ 
proval; 

8. Certain issues aggregating less than $300,000 if regulations 
of the Commission are complied with; 

9. Securities of savings and loan associations and banks; 

10. Securities issued in exchange for old securities in a reor¬ 
ganization or recapitalization. 

Exempt transactions. Certain kinds of transactions are exempted 
from the Securities Act: 

1. Transactions in new issues, not through an underwriter and 
not involving a public offering; 

2. I ransactions by persons other than issuers, underwriters, 
and dealers; 

3. Brokerage transactions, executed upon unsolicited customers’ 
orders. 

Registration statement. Before new securities may be offered to 
the public, a registration statement, which becomes effective 20 
days later, or earlier—as the Commission may determine—must 
be filed with the Commission. This statement must be signed bv 
designated officials of the company, and copies must be made 
available to the public. The Commission has the right to issue a 
deficiency statement or to serve a stop order in any case where 
it appears that the statement is incomplete or inaccurate in any 
material respect. The law requires that the registration statement 
give specific information on no less than 32 designated points, 
among which arc the following: 

1. Purpose of issue; 

2. Price at which offered to the public; 

3. Price at which offered to any special group; 

4. Disclosure of any purchase option agreements; 

5. Promotion fees; 

6. Underwriting profit; 

7. Net proceeds to the company; 

8. Hmmncration of any officers receiving over $25,000 annu- 
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9. Disclosure of any unusual contracts, such as managerial 
profit-sharing; 

10. Detailed capitalization statement; 

11. Detailed balance sheet; 

12. Detailed earnings statement for three preceding years; 

13. Names and addresses of officers, directors, and under¬ 
writers; 

14. Names and addresses of stockholders owning more than 
10 per cent of any class of stock; 

15. Copy of underwriting agreement; 

16. Copy of legal opinions; 

17. Copy of articles of incorporation or association; 

18. Copies of indentures affecting new issues. 

A separate group of 14 requirements is provided in connection 
with new issues of foreign governments and subdivisions. The 
requirements include the following: 

a. Purpose of issue; 

b. Complete debt statement; 

c. Default record for 20 preceding years; 

d. Revenues and expenditures for 3 preceding years; 

e. Net proceeds from securities sold in United States; 

f. Price to the public; 

g. Cost of distribution (underwriting fees); 

h. Copy of legal opinions; 

i. Copy of underwriting agreement. 

The prospectus. The term prospectus is applied to the docu¬ 
ment supplied to the investor which offers a security for sale. 
The information contained in the prospectus must coincide with 
that in the registration statement, with the omission of certain 
technical features, as stated in the law and as determined by the 
Commission. 

Injunctions and criminal proceedings. Willful violations of the 
Act are subject to injunction by the Commission, which may also 
institute criminal proceedings against the violators in the Federal 
courts, with possible fines and imprisonment. 

Civil liability. In the event that the registration statement con¬ 
tains any untrue statement of a material fact or omits any material 
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fact, any purchaser unaware at the time of purchase of such 
situation may take legal action, within three years, for recovery 
of loss against the persons mentioned in the statement as officers 
or directors of the company, as professional advisers, or as under¬ 
writers. To escape liability such persons (other than the issuer) 
must prove that after reasonable investigation they had no rea¬ 
sonable ground for belief that the information was incomplete 
or inaccurate. Damages may not exceed the price at which the 
security was offered to the public. 

financial statements. In connection with the balance sheets 
and earnings statements required in the registration statement, 
the Federal Commission is empowered to prescribe the forms in 
which the information is to be submitted, the items to be shown, 
and the methods to be followed in the preparation of accounts 
in the appraisal of assets and liabilities, in the determination of 
depreciation and depletion, and in the differentiation between 
charges to capital account and to operating expense. 

Speculative securities. The purpose of the Securities Act is not 
t° Prevent the sale of speculative issues, but rather to stop the 
sale ol fraudulent securities and to place before the investor all 
the facts necessary for intelligent judgment of the merits of the 
issue. Investors must rely upon their own opinions in arriving 
at a decision to purchase. The position of the Federal Commission 
in this important respect has been officially stated as follows: 

TIh* public should thoroughly understand that the commission is 
not authorized to pass in any sense upon the value or soundness of anv 
security. Its sole function is to see that full and accurate information 
as to the security is made available to purchasers and the public, and 
that no fraud is practiced in connection with the sale of the security. 

Speculative securities may still be offered and the public is as free 
to buy them as ever. 

The commission's duty is to see that the security is truthfully pre¬ 
sented to prospective purchasers. The fact that a description of the 
security and of the concern issuing the security is filed with the com¬ 
mission is in no sense and must not be regarded as an endorsement or 
approval ol the security or the concern by the commission. 

Appraisal of the Securities Act. It is difficult to evaluate the 
disclosure provisions of the Securities Act. Many issues of se¬ 
curities never get through the registration procedure, being 
screened out by the inability or unwillingness of their promoters 
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to disclose the required information. How many other question¬ 
able issues are never filed for registration because of inability or 
unwillingness to disclose the facts will never be known. How 
much reliance the average investor places on the copious informa¬ 
tion available in the prospectus cannot be measured. At least, it 
is there for him to use if he wishes to use it and can understand 
it. But it is generally recognized that most individual investors 
do not relv heavily upon it. 

It is also difficult to appraise the effectiveness of the fraud 
sections of the Act. An unknown number of persons have been 
deterred, by fear of possible indictment, from interstate sale of 
securities or use of the mails. But others have run the risk and 
paid the penalty. Up to June 30, 1950, the Commission had ob¬ 
tained convictions against 1,120 defendants in the criminal cases 
developed by it.® 

Special Federal securities regulation. The issuance of certain 
securities exempt from the provisions of the Securities Act is sub¬ 
ject to special regulation, notably that of railroads and other inter¬ 
state common carriers. The purpose of issue, form of issue, and 
disposition of funds raised through the sale of securities (with 
certain exceptions) are subject to the control of the Interstate 
Commerce Commission. Such regulation, like that of the financing 
of utilities registered under the Public Utility Holding Company 
Act of 1935 and those affected bv state utility commission control, 
is largely designed to assure conformity with sound principles of 
finance. It is interesting to note that, although railroads are not 
required to issue prospectuses in the form prescribed by the 
Securities Act, similar documents are often used to describe rail¬ 
road issues. 

State securities regulation. State statutes, popularly known as 
"blue-sky" laws, exist in all states except Nevada for the purpose 
of protecting investors from fraudulent security offerings. These 
laws lay down certain rules for the sale of securities within the 
state and impose penalties for their violation. Some of them re¬ 
quire the registration or licensing of distributors; others require 
that securities be registered. In four states (Delaware, Maryland, 
New Jersey, and New York) the statutes take the form of anti- 


6 Sixteenth Annual Report of the S.E.C., 1950, p. 231. 
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fraud laws that do not regulate the sale of securities in advance 
hut enjoin and prosecute fraud when or after the issue has been 


sold. State blue-sky laws exempt many types of securities. 


The lack of uniformity of the state securities laws and the fact 


that they applied only to issues within the state were important 
among the reasons for the passage of the Federal law in 1933. In 
general, the Federal law is much stricter. Yet it is interesting to 
note that on occasions state securities commissions have been 
“tougher" than the Securities and Exchange Commission. Two 
states refused to permit the sale of the second issue of Kaiser- 
Frazer common stock in 19-16. Nineteen states turned down the 
offering of Tucker Corporation common stock in 1947. 



CHAPTER 15 

SECURITIES MARKETS 


Scope. The purpose of this chapter is to discuss the operations 
of the markets for outstanding securities (in contrast to new se¬ 
curities) and the respects in which they are regulated for the 
protection of investors. The order of topics is: (1) functions and 
classes of security markets, (2) functions of the exchanges, (3) 
advantages of listing to the investor, (4) organization and opera¬ 
tion of the exchanges, (5) the Securities Exchange Act, (6) the 
Securities and Exchange Commission, (7) regulation of exchanges 
and listed securities, (8) regulation of dealers and brokers, (9) 
report requirements, (10) trading by “insiders,” (11) proxies and 
their solicitation, (12) credit control, (13) control of price manip¬ 
ulation, (14) special offerings, (15) unlisted trading privileges, 
and (16) the over-the-counter market and its regulation. 

Functions and classes of securities markets. Security markets, 
whether highly organized or not, exist for the purpose of assisting 
buyers and sellers of securities to carry on transactions in an 
orderly manner and at fair prices. In so doing they aid in the 
mobilization of capital, the transfer of wealth, and the full utiliza¬ 
tion of investment funds. The marketability that they give to se¬ 
curities in varying degrees facilitates the ready conversion of 
securities into cash, and at prices that reflect the consensus of 
investment judgment at any particular time. It is important to 
investors, to industry, and to the public at large that securities 
markets provide breadth, continuity, and stability to security 
transactions. 

Two main classes of securities markets are found in the United 
States: (1) the organized exchanges—central points where trans¬ 
actions are conducted in listed securities on an auction basis 
through brokers acting as agents for their customers; (2) the over- 
the-counter, or unlisted, markets where prices are determined by 
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negotiations between buyers and sellers of securities on the one 
hand and dealers on the other, or between dealers themselves. 

The first of these two types of markets—the organized exchanges 
—has traditionally been thought to pro\ ide numerous advantages 
and closer prices than the unlisted market, but in recent vears 
the distinction has become less and less unfavorable to the latter 
type. In the first place, the number of unlisted issues has grown 
tremendously during recent years with respect to quality as well 
as quantity. In the second place, many unlisted issues have been 
admitted to trading facilities on the securities exchanges with the 
official approval of the Federal authorities. In the third place, 
the investment firms which deal principally in unlisted issues 
provide trading facilities comparable to the organized markets 
for listed issues. In the fourth place, certain issues of undoubted 
quality cannot, because of either small capitalization or limited 
distribution, meet the listing requirements of the exchanges. And. 
lastly, relatively reliable quotations on prices of many unlisted 
securities are now obtainable in the daily newspapers. 

The preference which investors have long shown for listed 
issues has become somewhat outmoded in the light of these de¬ 
velopments. So extensive has become the unlisted market em¬ 
bracing issues of the highest quality, such as Treasury notes, 
municipal bonds, and railroad equipment obligations, that even 
the most conservative investors buy as freely from the unlisted 
group as from the issues listed on the securities exchanges. Never¬ 
theless, listing does provide some advantages that are outlined 
below. 

Function of the exchanges. Securities exchanges in the United 
States are of the auction type in the sense that brokers for sellers 
deal directly with brokers for buyers in competitive bidding and 
offering. The broker for the buyer tries to obtain the lowest pos¬ 
sible price, while the broker for the seller tries to obtain the 
highest possible price; consequently, prices tend to change from 
sale to sale according to the urgencies of the customers. 

Members of the securities exchanges generallv act as brokers 
who execute orders sent to them by their respective clients. They 
may, and often do, act as principals in purchasing and selling for 
their own account. In the latter capacity, they are not permitted 
to take advantage of their position in the filling of their own orders 
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but must give precedence to orders held for others at the same 
price. Their principal advantage over nonmembers is the saving 
in time effected by their actual presence on the floor of the ex¬ 
change and the saving in commission charges. 

The primary purpose of a securities exchange is to provide a 
market for the exchange of seasoned issues. 1 With the exception 
of new issues of securities that are identical with those already 
outstanding, new capital is not raised through sale on the ex¬ 
changes. Indirectly, however, the exchanges aid corporations in 
raising new funds by providing certain advantages to both the 
corporation and the investor. To the corporation, the listing of its 
securities adds marketability, may result in wider distribution of 
the securities, and provides some publicity that may be of value 
as long as the corporation is making a good record and the market 
is stable. In addition, the more precise valuation of its securities 
is an aid in determining the proper offering price of new issues 
and in fixing the terms of exchange of securities in a merger or 
consolidation. 

Listing is not without some disadvantages to the corporation. 
Compliance with the registration and reportings requirements for 
listed securities is time-consuming, expensive, and imposes po¬ 
tential liabilities that are avoided by purely over-the-counter 
trading. The dangers of excessive speculative trading and possible 
manipulation are also greater where the securities are readily 
traded and subject to immediate pressure. A low valuation known 
to all may also prove a handicap when the company is planning 
additional financing. 

Advantages of listing to the investor. The object of listing se¬ 
curities is to gain marketability, and this is an advantage to the 
investor as well as to the issuing corporation. A listed security can 
be bought or sold on the exchange on which it is listed—where 
buyers and sellers are accustomed to meet, where the value of 
the security is best known, and where the most favorable price 
is obtainable. Moreover, if the investor is not immediately inter¬ 
ested in buying or selling, he can keep in touch with the market 

1 Leffler suggests three important functions of the exchanges: (1) to create a 
continuous market; (2) to determine fair prices; (3) to aid in financing industry 
(indirectly). G. L. Leffler, The Stock Market (New York: The Ronald Press Co., 
1951), pp. 51-57. 
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by observing the prices at which the security is being sold, as 
reported in the transactions of the exchange. If he is an owner, 
a downward trend in the price may warn him that an exchange 
is desirable and an upward trend may enable him to realize a 
profit if he believes the movement is temporary. If he is not an 
owner, repeated publication of current prices acts as a constant 
invitation to buy, particularly if the price is attractive. 

Listing adds to the collateral value of a security. In making 
loans, banks prefer as collateral those securities that are readily 
marketable. The bank is interested in the security not as an in¬ 
vestment, but rather as a pledge that the loan will be paid. The 
chief consideration of the bank is the relative convenience with 
which the collateral may be converted into cash if the loan is not 
paid. Bankers usually have neither the time nor the facilities for 
investigating the intrinsic value of each security offered as col¬ 
lateral, and therefore accept the market quotation as their chief 
criterion. Listed securities enjoy a distinct advantage in this re¬ 
gard. 

Ihe regulation of listed issues, the required publicity of the 
all airs of the issuers of listed issues, and knowledge of price and 
volume of trading add protection to the holdings in listed securi¬ 
ties that may be very valuable to the investor. Generally speaking, 
the more he knows about the company and the securities, the 
better off he is. 


Llstin S has muc1 ' significance in the case of stocks than 
in the case of bonds. It is customary to buy and to sell stocks 
through the exchanges, whereas bonds arc usually bought and 
sold privately. Although the larger part of the shares of stock 
bought and sold in New York is handled through the exchanges, 
less than ten per cent of the bonds bought and sold are covered 
in exchange transactions. 


Organization of the exchanges. A stock exchange exists for the 
purpose of providing a securities market open onlv to members, 
who act chiefly as brokers for the buyers and sellers of the securi¬ 
ties traded in that market. The exchange itself does not buy or 
sell securities nor does it establish their prices. In essence the 

exchange is an audio.arket in which the buying and selling of 

thousands ol investors and traders produce a large volume of 
transactions at the prices established by those transactions. Each 
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sale ends the auction of a certain lot of securities, and a new 
auction is then started. There are no secret transactions, and 
complete publicity is given to the bond and stock prices by means 
of the stock and bond ticker tapes. 

The New York Stock Exchange, whose origin can be traced back 
to 1792, is the largest and most important of the exchanges and in 
effect constitutes a national center for securities trading. It has 
set the standards by which the other exchanges operate. The sec¬ 
ond largest exchange, as measured by the number of listings and 
the volume of trading, is the New York Curb Exchange. Ex¬ 
changes exist in other cities to serve mainly as trading places for 
securities with a more local interest. 

There are 21 exchanges, of which 16 are classified as “national,” 
being subject to the regulations of the Securities and Exchange 
Act, while 5 are exempted. The activity of the registered ex¬ 
changes is indicated by certain data concerning listings and trade 
volume. 


DATA ON EXCHANGE ACTIVITIES 
(dollar figures in millions) 


Exchange 

Number of Issues 
Registered 

June 30, 1950 

Market Value of 
Trades, July 1949- 
June 1950 


Stocks 

Bonds 

Stocks 

Bonds 

New York Stock. 

1,479 


$13,923.1 

$866.1 

New York Curb. 

429 


1,283.8 

40.2 

Midwest. 

375 


359.4 

.2 

Boston . 



197.7 

0 

San Francisco Stock. 

MSm 


204.6 

.6 

Los Angeles . 



173.2 

.1 

Detroit. 

114 


65.1 

— 

Philadelphia-Baltimore. 

107 

56 

157.9 

.9 

Salt Lake. 

96 

— 

1.3 

— 

Cincinnati . 

63 

4 

19.5 

— 

Pittsburgh . 

54 

1 

19.4 

- 

San Francisco Mining. 

42 

— 

.3 

— 

Washington, D. C. 

30 

11 

5.3 

.6 

Spokane . 

24 

— 

1.1 

- 

Chicago Board of Trade ... 

18 

- 

0 

- 

New Orleans. 

4 

1 

.9 

o 


0 Less than §100.000. 

Source: Sixteenth Annual Report of the S.E.C., 1950, pp. 196*202. 
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The New York Stock Exchange, which serves as a prototype 
of the other exchanges, is a voluntary association of 1,375 indi¬ 
viduals who are the exchange members. Memberships may not be 
owned bv corporations. The individuals comprise three different 
classes: (1) partners in about 6(H) commission houses (partner¬ 
ships) devoted to the handling of orders on the exchange, con¬ 
ducting business in about 400 cities across the country; (2) floor 
traders and dealers operating for their own account; (3) capi¬ 
talists or representatives of estates who maintain membership for 
the convenience of trading and for the savings on commissions 
resulting from the ownership of a seat on the exchange. The first 
of these groups are individuals who represent what are called 
member firms. The 2,300 other partners in these firms, not them¬ 
selves members of the exchange, are known as allied members; 
they cannot go on the floor of the exchange, they have no voice 
in the management of the exchange, and their allied memberships 
have no monetary value. The value of a seat or membership, how¬ 
ever, has been as high as $625,000 (1929) and as low as $17 000 
(1942). 

Operations on the New York Stock Exchange. The activities 
on the floor of the exchange are conducted by its members, whose 
functions can best be described by a classification of the types of 
brokers or dealers: 

The commission broker executes orders for his firm on behalf 
of its customers, at the established commission rates. 

The floor broker transacts business on the floor of the exchange 
for other exchange members who have more orders in different 
stocks than they can handle alone. He shares the commission re¬ 
ceived by the member firm. 

The floor trader or dealer buys and sells on the floor of the ex¬ 
change for his own account. He does not represent outside cus¬ 
tomers or execute orders for other members of the exchange He 
denves his profit (or loss) from trading on relatively small price 
fluctuations. 1 

The specialist acts as both broker and dealer. As a broker, he 
executes orders in one or a few stocks for other members of the 
exchange; his work in this capacity is largely confined to limited 
orders and others not subject to immediate execution. As a dealer, 
he buys and sells shares in his special stock or stocks, subject to 



244 


SECURITIES MARKETS 

the rules of the exchange and of the Securities and Exchange Com- 
mission. 

The odd-lot dealer specializes in executing orders for less than 
100-share lots; his compensation is the price differential of K or K 
of a point added to or deducted from the round-lot price. 

The bond crowd is a group of exchange members that executes 
orders in and trades in bonds in a separate section of the exchange 
floor. 

Only those securities that have been listed can be traded on the 
floor of the New York Stock Exchange, and under the Securities 
Exchange Act of 1934 all of these must be registered with the 
Securities and Exchange Commission. (On the New York Curb 
and the regional exchanges, trading in unlisted securities provides 
a substantial volume of business, under conditions explained later 
in this chapter.) The policy of the Department of Stock List is to 
restrict the privilege to seasoned issues of established, substantial 
going concerns in which there is sufficient distribution and trading 
interest to assure an adequate market. Securities of about 1,180 
different companies are on the trading list, including about 650 
bonds and 1,480 stocks. In addition, about 75 issues of Federal 
and State government bonds are listed and about 190 security 
issues of foreign governments. The market value of all stocks and 
bonds listed on the Exchange is approximately $200 billions. 

Securities Exchange Act. The securities exchanges of the 
United States were brought under Federal control for the first 
time under the provisions of the Securities Exchange Act of 1934. 
This law created a Federal Securities and Exchange Commission 
appointed by the President. It provides for the registration with 
the Commission of any exchange as a National Securities Ex¬ 
change. It forbids the operation of any unregistered exchange 
except those which may be exempted by reason of a limited 
volume of transactions. It places the control of the credit used in 
the purchasing or carrying of securities with the Board of Gov¬ 
ernors of the Federal Reserve System. It prohibits the manipula¬ 
tion of security prices and the use of deceptive devices for such 
purpose. It requires all companies which have securities listed 
on the registered exchanges to file comprehensive information of 
their affairs and to keep the information reasonably current. It 
empowers the Commission to control the over-the-counter mar- 
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ket. It imposes severe penalties for violations. In short, it aims to 
eradicate the more serious abuses in securities trading that char¬ 
acterized the period of the 1920s. 

The Securities Exchange Act of 1934 may be regarded as a 
logical supplement to the Securities Act of 1933. As we have seen, 
the purpose of the Securities Act is to provide adequate protec¬ 
tion to investors in the purchase of new issues. The objective of 
the Securities Exchange Act is to safeguard investors in brokerage 
transactions involving the purchase or sale of seasoned securities. 
Through such legislation, the Federal Government has assumed 
drastic regulatory control of the investment markets of the United 
States. 


The Securities and Exchange Commission. A Federal com¬ 
mission, called the Securities and Exchange Commission, was 
created for the purpose of administering the Securities Act of 
1933 and the Securities Exchange Act of 1934.* This commission 
comprises five members appointed by the President and has wide 
discretionary powers in the administration of the laws. Registra¬ 
tion statements, listing applications, and periodic reports must be 
prepared according to the detailed requirements of this Com¬ 
mission. Important exemption powers are granted to the Com¬ 
mission with respect to exchanges, securities, and reports. It has 
assumed an importance in the investment business exceeding that 
attained by the Interstate Commerce Commission in the field of 
transportation. 


Registration and regulation of exchanges. As one of the means 
toward the securing of fair and orderly markets for securities, the 
Securities Exchange Act requires that exchanges be registered 
with the Commission as “National” exchanges or be exempted 
from registration. At the present time, there are 16 registered and 
5 exempted exchanges. The latter include very small exchanges 
specializing in a few local issues. 

In the registration statement, the exchange is required to pro¬ 
vide full information concerning its activities, organization, mem¬ 
bership, and rules of procedure, and to agree to comply with and 
enforce the provisions of the Act. Registration brings the trading 
rules of the exchange under the control of the Commission. 


- n»c- j.irisclktioii of I Ik- Securities Exchange Commission under other statutes 
is described m various other sections ol this !*>ok. 



246 


SECURITIES MARKETS 


Registration of listed securities. Transactions on National Se¬ 
curities Exchanges are restricted to those securities which have 
been officially registered with the Exchange and with the Com¬ 
mission, or which are legally exempted under the provisions of 
the law. The exempted group comprises, in general, public issues 
of domestic origin, including Federal obligations and instru¬ 
mentalities, and state and municipal bonds. Companies which 
desire to have their securities listed on a National Securities Ex¬ 
change must arrange registration by submitting detailed informa¬ 
tion of their affairs at the time of application, and must agree to 
keep such information reasonably current thereafter. The nature 
of the required information is shown in the following summary: 

1. The organization, financial structure, and nature of the 
business. 

2. The terms, position, rights, and privileges of the different 
classes of securities outstanding. 

3. The terms on which securities are to be and during the pre¬ 
ceding three years have been offered to the public or otherwise. 

4. The directors, officers, and underwriters, and each security 
holder of record holding more than 10 per cent of any class of any 
equity security of the issuer, their remuneration, and their inter¬ 
ests in the securities of and their material contracts with the issuer 
and any person directly or indirectly controlling or controlled by 
or under direct or indirect common control with the issuer. 

5. Remuneration to others than directors and officers exceed¬ 
ing $20,000 a year. 

6. Bonus and profit-sharing arrangements. 

7. Management and service contracts. 

8. Options existing or to be created in respect of their securi¬ 
ties. 

9. Balance sheets and profit and loss statements for not less 
than the three preceding fiscal years, certified by independent 
public accountants. 

10. Trust indentures, underwriting contracts, articles of in¬ 
corporation, and other documents and agreements as the commis¬ 
sion may require. 

The registration statements referred to above should not be 
confused with those required under the Securities Act of 1933 
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described in the previous chapter. The latter describe the offer¬ 
ings of new securities that are affected by the regulation of se¬ 
curity issuance. The former are prerequisites to trading on a 
national exchange. 

Regulation of dealers and brokers. The Act empowers the Com¬ 
mission to prescribe rules with respect to floor trading by ex¬ 
change members and to prevent excessive trading off the floor 
bv members for their own account that would be detrimental to 
the maintenance of a fair and orderly market. One of the main 
problems has been to deal with the situation wherein the same 
individual acts as an agent for a customer and also trades for his 
own account as a dealer. Here the conflict of interest may abuse 
the fiduciary relationship inherent in the brokerage function. The 
Commission has promulgated no rules on this matter but has 
aided in an advisory capacity in the drawing up of trading rules 
by the exchanges themselves. The Act itself contains two rules 
that apply to brokers and dealers generally, whether or not they 
arc exchange members: (1) a broker-dealer may not extend 
credit to a customer on any security which was part of a new issue 
in the distribution of which the broker participated within six 
months prior to the transaction; (2) a broker-dealer must disclose 
to the customer the capacity in which he is acting. 

Report requirements. Issuers of securities registered on a Na¬ 
tional Securities Exchange are required to keep the information 
filed with the Commission and the Exchange "reasonably current” 
and submit such annual and quarterly reports as may be pre¬ 
scribed. These reports must be prepared in such detail and ac¬ 
cording to such accounting procedures as are required by the 
Commission. The Commission is empowered to prescribe the 
methods to be followed in the preparation of the reports, in the 
appraisal or valuation of assets and liabilities, in the determina¬ 
tion of depreciation and depletion, in the differentiation of in¬ 
vestment and operating income and of recurring and nonrecur¬ 
ring income, and in the matter of separate and consolidated 
income statements and balance sheets. The present rules govern¬ 
ing the form and content of the financial statements filed with 
the Commission under the Exchange Act of 1934 and the Securi¬ 
ties Act of 1933 are found in the Commissions Regulation S-X. 
ihe registration statements referred to previously and the re- 
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ports referred to above are available for public inspection at the 
offices of the Commission. And the quality and quantity of the 
information supplied in the company annual reports to stock¬ 
holders has been greatly improved in recent years. 

Trading by “insiders.” Many investors have always been afraid 
that officers and directors could exercise undue influence over the 
prices of the securities of their companies and could take ad¬ 
vantage of inside information at the expense of the investing 
public. The Securities Exchange Act provides that each officer, 
each director, and each owner of more than 10 per cent of the 
equity securities of companies registered on a national exchange 
must report changes in his holdings monthly. These changes are 
in turn published by the Commission. And in order to prevent the 
unfair use of confidential information, such persons are required 
to account to the corporation for profits realized by them within 
six months from any transaction in their company’s stock. Such 
profits are recoverable by the company by suit within two years. 
Short sales by officers and directors are prohibited—a highly con¬ 
troversial and unpopular section of the law. 

Proxies and their solicitation. In order to promote more demo¬ 
cratic and informed action on the part of company stockholders, 
the Securities Exchange Act requires that any proxies sent out by 
companies registered on a national exchange must be accom¬ 
panied by a proxy statement that discloses fully the matters to be 
voted upon, and that provision be made for voting either "Yes” 
or "No” on all matters. Proxies may not be solicited until the proxy 
material has been submitted to the Commission. The proxy state¬ 
ments that now reach the hands of stockholders are often very 
revealing. They include remuneration paid to officers and directors 
and the stockholdings of the management. 

Credit control. One of the features of the operations of the 
capital markets prior to 1930 was the degree to which excessive 
speculation was encouraged by the flow of bank credit into se¬ 
curities transactions. Under the Securities Act, two provisions are 
found that have greatly restricted the use of borrowed funds in 
the purchasing and carrying of securities: (1) the Board of Gov¬ 
ernors of the Federal Reserve System now fixes the margin re¬ 
quirements for both banks and brokers. Since January 17, 1951, 
the minimum margin (or equity) has been 75% on any registered 
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security (margin trading is described in Chapter 16); (2) ex¬ 
change members, or brokers and dealers transacting business 
through them, may obtain brokers’ loans only from member banks 
of the Federal Reserve System or non-member banks that agree 
to comply with the restrictions on securities loans. The Securities 
and Exchange Commission has the responsibility of enforcing 
these rules. 

Very high margin requirements have been bitterly opposed by 
many brokers and dealers. Their precise effect is hard to evaluate, 
but it is obvious that in a bull market the volume of business 
handled bv brokers is curtailed bv such limitations on margin 
accounts. 

Manipulation of prices. It is very important to investors and 
traders that the reported prices of securities be the result of legi¬ 
timate and open trading. Whether the price of a security is high 
or low, fluctuating or stable, it should represent the consensus of 
buyers’ and sellers’ valuations without artificial influence. Pool 
operations and manipulative practices were frecpient in the 1920’s 
but, since the passage of the Securities Exchange Act, have largelv 
disappeared from the scene. The Act specifically prohibits five 
types of manipulation: 


1. Matched orders, or fictitious transactions by two or more 

persons that create a price without any actual change of owner- 
ship. 

2. Wash sales, where one person "paints the tape” by ficti¬ 
tiously buying and selling a stock at the same time, thereby 
recording a price, but again without any change in ownership. 

•i. I ool operations, whose purpose is to raise the price of a 
security (or depress it by short sales) through the concerted ac¬ 
tivities of the members of the pool, followed by the unloading of 
the stock to the public at a price influenced by the manipulation 
and accompanying information concerning the security. 

4. Dissemination of false information to the effect that the se- 
cunty will rise or fall as the result of manipulation. 

5. 1 he spread of false information concerning a security for 
example, incorrect information concerning the earnings of a’cor¬ 
poration, in order to induce its purchase or sale. 

Short selling as such is not prohibited, except in the case of 
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officers and directors. There are, however, regulations concerning 
the price at which a short sale may be executed (See Chapter 16). 
Stabilizing of the price of an issue by its underwriters during a 
public offering is a form of manipulation recognized by the Com¬ 
mission, but one that is allowed under certain rules and regula¬ 
tions (See Chapter 14). 

Special offerings and secondary distributions. When very large 
blocks of securities are to be sold bv estates and other owners, the 
market may be unable to “digest” them without seriously up¬ 
setting the prevailing price. A procedure has been developed 
whereby such blocks are offered after the close of the exchange 
at about the closing price. But such transactions do not figure in 
the volume of exchange trading for the day. Accordingly, under 
special S.E.C. rules, such special offerings may now be made on 
the floor of the exchange at a fixed price within the framework 
of the existing auction market. 3 

A “secondary distribution” is the sale by dealers over the coun¬ 
ter of a comparatively large block of listed securities when it has 
been determined that it would not be in the best interest of the 
parties involved to sell the shares in the regular way or by special 
offering. Such distributions usually take place after the close of 
exchange trading, at a net price equal to or below the most recent 
exchange price. 4 Such transactions by members of the New York 
Stock Exchange must be approved by the Exchange. 

Unlisted trading privileges. For many years, the New York 
Stock Exchange has refused to admit to trading privileges any 
securities not formally listed with it. But other exchanges, notably 
the Curb Exchange, have admitted to unlisted trading privileges 
a large number of securities that are not on its list but are listed 
on regional exchanges. (The Curb Exchange does not trade in 
New York Stock Exchange issues.) 

An exchange may be authorized by the S.E.C. to continue un¬ 
listed trading privileges in three groups of securities: (1) those 

3 During the fiscal year ending June 30, 1950, 26 special offerings were made on 
the New York and Curb Exchanges, involving the sale of 430,955 shares of stock 
with a market value of $11,129,000. Sixteenth Annual Report of the S.E.C., 1950, 
p. 30. 

* During the fiscal year ending June 30, 1950, five exchanges reported having 
approved a total of IS secondary distributions under which 3,705,320 shares of 
stock with a market value of $99,077,000 were sold. Ibid., pp. 30-31. 
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securities that enjoyed such privileges prior to March 1, 1934; 
(2) those listed on another exchange and for which there is evi¬ 
dence that there is adequate public distribution and sufficient 
trading activity in the vicinity of the applicant exchange to justify 
unlisted trading; (3) issues that are registered under the Ex¬ 
change Act or the Securities Act of 1933." 

A large portion of the unlisted trading on regional exchanges 
consists of trading in New York Stock Exchange-listed stocks, 
especially in odd-lot business. In addition to such trading in stocks 
listed elsewhere, multiple listing, whereby a stock is specifically 
listed on more than one exchange, has grown rapidly in recent 
years. As of June 30, 1950, 420 stock issues and 73 bond issues 
were registered on two or more exchanges." 

The over-the-counter market. A very substantial number of 
securities are not listed on any of the securities exchanges. Al¬ 
though less important in aggregate value than the listed issues, the 
unlisted or ‘•off-board" group is much larger, because of the in¬ 
ability or the unwillingness of corporations to gain listing privi¬ 
leges for their securities. In interesting comparison with the 
approximately 6,.500 securities listed on the various national ex¬ 
changes, there are about 60.000 additional issues in which an 
active market is maintained throughout the country. Possibly 20 
per cent of the stock business and from 90 to 95 per cent of the 
bond business of the country is carried on over-the-counter. The 
importance of the unlisted group is shown in the following list of 
issues which are usually in this classification- 


1. United States Treasury notes, bills, and bonds. 

2. United States Territorial bonds. 

3. Federal instrumentalities and agency bonds. 

4. State bonds. 

5. Municipal bonds. 

6. Railroad equipment trust certificates and guaranteed stocks 

7. Many railroad bonds and stocks. 

8. Many public utility bonds and stocks. 

9. Most industrial bonds and stocks. 

6 Ibid., p. 200. 1 
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10. Bank and trust company stocks. 

11. Insurance company stocks. 

12. Investment company issues. 

13. Foreign internal bonds and some dollar bonds. 

14. Most real estate bonds. 

So extensive has the group of unlisted securities become that 
few intelligent investors now confine their commitments to the 
listed group. Listing, even on an important exchange, does not 
assure ready marketability. The activity of many unlisted dealers 
has resulted in the creation of an open market in which many un¬ 
listed securities have gained a degree of marketability as active 
as that of the average listed issue. Furthermore, the achievement 
of a satisfactory diversification grouping almost necessitates the 
holding of some unlisted securities. Firms that provide markets in 
unlisted securities make no attempt to cover the entire field. One 
group will specialize in municipals, another in bank and insurance 
company stocks, and still another in Federal issues. Not only 
must the investor ascertain the particular firms that handle issues 
in which he is interested, but he must further appreciate that 
transactions in unlisted securities are handled differently from 
dealings in listed issues. 

The market in unlisted securities is made by dealers at prices 
reached through negotiation , which means through bargaining 
bid and offered prices. Although popularly called the over-the- 
counter market, it might more fittingly be called over-the-tele- 
phone, as the bulk of the business is handled in the latter fashion. 
Unlike the exchanges that are open only during established hours, 
such as from ‘‘ten to three,” the unlisted dealers make their own 
hours and are generally willing to trade from “nine to five,” and 
even earlier and later. Each dealer makes a market dependent 
upon the general course of prices on the exchanges and upon the 
demand and supply in the particular issue. Competition among 
unlisted dealers keeps prices in each issue around a uniform level 
and the quotation spreads within reasonable limits. 

The market quoted by an unlisted dealer is generally subject to 
confirmation and represents the range in which he is willing to 
bargain. A quotation of “92-94" means that he is willing to pay at 
least 92 and does not expect to sell for more than 94. He is usually 
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willing to close the spread to secure an order, and in the preced¬ 
ing case might hid 92'? for 100 shares or offer 100 shares for 935* 
on a firm basis, generally subject to immediate acceptance. 

The quotations on unlisted securities which appear in the news¬ 
papers are given in the form of bid and asked prices rather than 
those of actual transactions. The quotations represent an approxi¬ 
mate average of prices as reported by representative dealers and 
are supplied in most instances by the National Association of 
Securities Dealers. This association includes about 3.000 of the 
dealers in unlisted securities and is a self-regulatorv group regis¬ 
tered with the Securities Commission and designed to maintain 
sound practices in the field without the continuous direct super¬ 
vision of the government. Obviously, the newspapers have space 
for the publication of only a limited number of quotations and 
usually give preference to local issues. Comprehensive lists of quo¬ 
tations on unlisted securities are available to all investment 
dealers, however, who are usually able to provide an immediate 
quotation on any important unlisted security. Such information is 
readily available in the daily sheets of the National Quotation 
Bureau, Inc., an organization formed to supply subscribing houses 
with daily reports from all over the country of bid and asked 
prices on the more active securities and the names of dealers who 


are interested in the securities. On an average day, as mam as 
8.000 securities may be quoted. 

Regulation of the over-the-counter market. Under the Securi¬ 
ties Exchange Act of 1934, all over-the-counter brokers and 
dealers other than those whose business is exclusively intrastate, 
or who confine their activities to tax-exempt securities, must 
register with the Securities and Exchange Commission. Such 
registration may be suspended or revoked if it appears that a 
broker or dealer or any member of his organization has been con¬ 
victed of a crime or has been enjoined in connection with a se¬ 
curities transaction, or has made a willful misstatement in the 
registration, or has willfully violated the securities laws and the 
rules of the Commission. Brokers and dealers are prohibited from 
engaging in manipulative, fraudulent, or deceptive practices in 
connection with over-the-counter transactions and from inducing 
the purchase or sale of any security by willful omission or mis¬ 
statement of a material fact. 
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The regulation of the over-the-counter market is effected 
through the National Association of Securities Dealers, Inc. 
(NASD), an organization set up under the Maloney Act in 1938, 
which act constituted an important amendment to the Securities 
Exchange Act. It is the obligation of the Association to enforce 
fair trade practices among its members. Its rules are filed with the 
Commission and, in turn, it has adopted the rules of the Commis¬ 
sion governing over-the-counter transactions. Such “self-regula¬ 
tion” has had a salutary effect on the conduct of the Associations 
members. One of the interesting features of the Associations 
woik has been its sponsorship of a maximum mark-up or spread 
of five per cent of asked over bid prices. 

The membership of the Association includes nearly all of the 
investment banking houses and most of the active over-the-coun- 
tei dealers and brokers. One reason for the comprehensive mem¬ 
bership is that, under the Maloney Act, registered members of 
the Association enjoy preferential treatment in a number of re¬ 
spects. For example, price concessions from underwriters or 
wholesalers to retailers can be given only to Association members. 
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BUYING AND SELLING SECURITIES 


Scope. The purpose of this chapter is to discuss the manner in 
which orders are placed for the purchase and sale of securities 
and some of the factors which the investor should keep in mind 
in connection with the transfer of securities. The order of dis¬ 
cussion is: (1) buying new securities, (2) buying and selling un¬ 
listed securities, (3) "market" and “limit" orders, (4) day and 
open orders, (5) stop-loss orders, (6) the function of the special¬ 
ist, (7) odd-lot orders, (8) short selling, (9) privileges and op¬ 
tions, (10) buying on margin, (11) trading in rights and warrants, 
(12) ordering listed bonds, (13) delivery, (14) commission 
charges, transfer taxes, and fees, (15) transfer of securities. 

Buying and selling orders. The method employed in the pur¬ 
chase or sale of a security is determined largely by the type of 
issue. Certain securities which have been admitted to the list of 
those traded on the securities exchanges of the country are known 
as listed" issues; orders for the purchase or sale of these issues 
are normally placed with brokerage firms which are members of 
the particular exchange involved. "Unlisted" issues are bought 
and sold directly by investment firms which act as dealers in such 
issues Investors who do not have their own brokers often have 
their hanks place their orders for them. 

New issues of securities are ordinarily bought from investment 

bankers at a fixed price. Subsequent purchases and sales are 

usually handled by brokerage firms which charge a commission 

for their service. In the case of unlisted securities, investors who 

buy and sell directly with dealers are not charged any commission 
as such. ' 

Buying new securities. There are four arrangements for the 
purchase of new securities that are of interest to individual in¬ 
vestors: ( 1 ) purchase (and redemption) of United States Sav- 

255 
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ings Bonds; (2) purchase (and redemption) of shares of open-end 
investment companies; (3) purchase of new corporate and munic¬ 
ipal securities from investment bankers and dealers; (4) pur¬ 
chase of new securities direct from the issuing corporation. 

United^States Savings Bonds, Series E, are purchased at the 
cost of §75.00 per $100 of maturity value at United States post 
offices, Federal Reserve Banks, or commercial banks, or directly 
from the Treasurer of the United States, and are redeemable for 
cash at fixed redemption values at the same places. Bonds of 
Series F and G are purchased at Federal Reserve Banks or from 
the Treasurer of the United States.* 

Shares of most open-end investment companies are purchased 
from investment dealers or the company’s sales representative at 
their net asset value at the time of purchase plus a loading charge, 
the bulk of which goes to the dealer or representative as a com¬ 
mission; they are redeemable by the company at any time at their 
asset value following receipt of the endorsed stock certificate and 
redemption request. The quotations of such shares found in the 
financial section of the leading papers are shown as “bid" and 
asked prices. The bid price is the asset or redemption value. 
The asked price is the asset value plus the loading charge of up 
to 83* per cent.* bar 

New offerings of corporation and municipal securities sold by 
the issuers through investment banks and commercial banks are 
purchased at the public offering price, which includes the under¬ 
writing discount. (The bankers’ discount, or spread, as explained 
in Chapter 14, varies with the size and quality of the issue.) 

Securities purchased directly from the issuing corporation, such 
as those of smaller new companies that do not obtain underwrit¬ 
ing services, and those offered under privileged subscriptions, are 
bought at the offering price without any commission as such. The 
same is true of securities acquired through the exercise of stock- 
purchase warrants. 

Buying and selling unlisted securities. As explained in the pre¬ 
vious chapter, the market for unlisted securities, or “over-the- 
counter" market, is a trading market for many thousands of issues 
of bonds and stocks. Orders for the purchase and sale of unlisted 

1 See Chapter 4 for further information. 

2 See Chapter 29 for further details. 
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securities are placed with dealers (including, in the case of United 
States Government securities and municipal obligations, commer¬ 
cial banks), who operate mainly as principals. The customer buys 
directly from the dealer, who fills the order by buying from an¬ 
other over-the-counter house or from his own “shelf.” The differ¬ 
ence between the price paid bv the dealer for the security and the 
price at which he sells it to the investor is the spread or mark-up 
and represents the dealer’s compensation. The spread is limited 
to a maximum of 5 per cent. Bid and asked prices on unlisted 
issues are available at brokerage houses on the daily quotations 
sheets of the National Quotation Bureau, Inc. Quotations on the 
more active issues are found in the metropolitan dailies. In con¬ 
trast with the organized exchanges, prices at which actual trans¬ 
actions have taken place in the over-the-counter markets are not 
available. 


Market and "limit" orders. Orders for the purchase or sale 
of securities may be placed on a market (no price limit) or a 
limit basis. An order "at the market" means an immediate order 
"at the best price available" but without limitation as to price; 
on a quotation of 92 (per cent) bid, 93 (per cent) asked, an 
order to buy at the market would be executed at 93 ($930 for a 
$1,000 bond), and an order to sell at the market would be ex¬ 
ecuted at 92 ($920 for a $1,000 bond). Although the broker will 
try to get better prices on such orders, he cannot afford to delay 
because other orders may intersene. On limit orders, the investor 
places a price limit which the broker inav not violate; on a selling 
order, the broker must not sell for less than the price limit but 
may accept more, whereas, on a buying order, the broker must not 
pay more but may pay less than the price limit set by the investor. 

Whether market or “limit” orders are the more advisable is 
a debatable question. The great advantage of the market order 
is in immediate execution; the chief disadvantage is at times an 
unsatisfactory price. The great advantage of the limit order is 
the avoidance of an unsatisfactory price; the chief disadvantage 
is delay ,n execution and possible loss of the prevailing market 
quotation. Market orders are probably more satisfactory in se¬ 
curities of good marketability as shown in a narrow spread be¬ 
tween bid and asked prices; limit orders are more advisable in 
securities which do not have good marketability. 
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Price quotations on securities represent bids and offers for 
limited quantities. Orders exceeding the established unit of trad¬ 
ing (which is usually one SI,000 bond or 100 shares of stock) 
frequently cannot be filled at the prevailing quotation. An order 
to buy at the market 1,000 shares of a certain stock which is 
quoted 52)2-53 may be filled on a basis of 100 shares at 53, 200 at 
535 m, 100 at 53)4, 200 at 53)4, and 400 at 535*. An order to sell 1,000 
shares under the same conditions might be filled on the basis of 
200 at 52)4, 100 at 52)4, 300 at 52, and 400 at 51 %. An order to sell 
$10,000 of a certain bond issue quoted at 88-90 might be executed 
on a basis of $2,000 at 88, $2,000 at 87X, $1,000 at 87)4, and $5,000 
at 87)4. So “thin” are the markets on some bonds that an offer of 
$10,000 in such bonds may cause the price to drop as much as 1 to 
2 points. 

Day and open orders. Limit orders for the purchase or sale of 
securities may be placed on an open or a day basis. The investor 
may state that the order is to be held until it is executed, which, 
in the case of price-limit orders, may require several months or 
longer. Such orders are known as G.T.C. orders, or “good until 
canceled.” Unless there are specific instructions that the order 
is to remain “open,” however, it is understood to be a “day” order, 
in which event it is regarded as automatically canceled if not 
executed on the day it is placed. 


UNFILLED ORDERS ON "BOOK" OF SPECIALIST 


Buying Orders 

Last Sale 

Selling Orders 

200 at 28 

_ 

_ 

200 at 30 

— 

_ 

200 at 31 

_ 

_ 

100 at 31)4 

— 

— 

200 at 32 

— 

_ 

100 at 33 

— 

— 

— 

335 

100 at 335 

— 

— 

700 at 34 

_ 

_ 

100 at 4054 

— 

— 

400 at 41 

— 

— 

200 at 42 

1,000 shares 

— 

1,500 shares 


Although the placing of orders on an “open” basis would seem 
preferable to the investor who is in no hurry to act and who is 
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not satisfied with prevailing prices, such practice will not always 
work to his advantage. Frequently, open orders to buy at prices 
below the prevailing market are executed to the extreme discom¬ 
fiture of an investor when adverse developments, which make the 
security much less attractive, come too quickly to allow him to 
cancel the order. It is not uncommon for open orders to be exe¬ 
cuted to the subsequent surprise-and sometimes chagrin—of in¬ 
vestors who had completely forgotten the commitment while 
engrossed in other affairs. The investor should be in constant touch 
with his broker if substantial orders are pending. 

Stop-loss orders. Investors who desire to limit the loss which 
they may incur in the holding of securities sometimes place orders 
to be executed at prices below the prevailing market. Although 
this practice is more common with speculators in stocks, it is at 
times employed bv investors in both bonds and stocks. An in¬ 
vestor who has bought 100 shares of a certain stock at $50 a share, 
and who desires to limit his maximum loss to about $5 a share, 
places an order to sell at "45 stop.” This order is not an instruction 
to sell at $45, but rather an order to sell at the market "if and 
when" the price should decline to $45. This type of order is also 
used to protect profits gained from price advances as well as to 
limit losses on short sales. In the preceding case, the investor 
holding stock quoted at $60 which cost $50 places an order to sell 
at 55 stop, thereby insuring the retention of a profit of at least 
$5 a share. A speculator who has sold "short” 100 shares at $50 
per share may place an order to buy at "60 stop” in order to limit 
his loss to around $10 a share. 

The advisability of placing stop-loss orders is questioned in 
many informed circles. A market which has many stop-loss orders 
just below prevailing prices is technically weak, since a limited 
volume of selling would bring prices down to the stop limits The 
automatic execution of these orders would further depress the 
price thereby "setting off” stop orders at lower limits. After the 
cumulative effect had run its course, the price would tend to rise 
to the embarrassment of those who were sold out at lower levels’ 

It would seen, wiser for such investors not to place selling orders 
until the) were ready to sell. Experience has shown that it is 
usually wiser to place an immediate order to sell at the prevailing 
pnee than a deferred order to sell at a lower price. 
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Function of the specialist. Orders which are placed for execu¬ 
tion at prices which are “away” from the prevailing market cus¬ 
tomarily are turned over by brokers to other brokers who act as 
“specialists” in the particular stocks. These “specialists” maintain 
records, known as “books,” in which these orders are entered in 
the sequence received. The illustration on page 258 shows the 
volume of such orders in a certain stock at prices between 28 and 
42; other orders not shown are held below 28 and above 42. As 
here shown, the highest bid is for 100 shares at 33, and the lowest 
offer is for 100 shares at 333, thus making the quotation 33-337*. 
An order to buy 500 shares at the market would be thus executed: 
100 at 337*, and 400 at 34. An order to sell 500 shares at the market 
would be thus executed: 100 at 33, 200 at 32, 100 at 313, and 100 
at 31. In either event, the specialist himself or other brokers may 
intervene if they care to make prices more advantageous than 
those which are on the unfilled list. In other words, the specialist 
might supply stock from his own account to fill 100 shares on the 
buying order at 333, which price would be less than 34, the lowest 
price then available on the buying side of the book. In similar 
fashion, the specialist might buy stock for his own account to 
take the last 100 shares on the selling order at 313, which price 
would be higher than 31, the highest price then available on the 
selling side of the book. 

The principal advantage which the specialist offers is that of 
providing a convenient concentration point for orders which 
otherwise could not be expediently handled bv the regular brokers. 
His willingness to buy and sell stock for his own account does 
tend to narrow the spread between bid and asked prices, but his 
intimate knowledge of potential buying and selling orders gives 
him what many persons believe is an unfair advantage over other 
buyers and sellers in the issue. The specialist obviously takes little 
risk in buying stock at prices only slightly above that on actual 
buying orders on his books, or in selling stock at prices only 
slightly less than that on actual selling orders on his books. 

Odd-lot orders. Orders for the purchase or sale of less than the 
established unit of trading on the various exchanges are handled 
through so-called “odd-lot” dealers. For the great majority of 
stocks on the New York Stock Exchange, the unit of trading is 
100 shares or a “round lot,” although 10-share markets have been 
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established for a group of stocks in which activity is limited for 
various reasons. Brokers who receive orders to buy or sell less 
than 100 shares place these orders with odd-lot dealers on the 
exchange, who fill them at prices slightly different from prevail¬ 
ing round-lot prices. On odd-lot orders “at the market,” the price 
is set at 12J4 cents a share higher on buying orders and lower on 
selling orders than the round-lot price. On odd-lot “limit” orders, 
execution does not take place until the round-lot price reaches 
the 12)a-cent differential. An order to buy 25 shares at 37 is not 
filled until the regular price reaches 36J4, an order to sell 25 shares 
at 27 is not filled until the regular price reaches 27.'i. 

The ordinary differential for odd-lot orders on the New York 
Stock Exchange is 1214 cents a share, or 14 point, on stock selling 
under $40, and 25 cents, or point, on stock selling at $40 or over. 
On orders of less than the unit of trading in 10-share stocks, the 
differentials range from 25 to .50 cents a share. 


The odd-lot price differential represents the compensation of 
the odd-lot dealer that goes to him for his risk. In addition, the 
buyer or seller must also pay the established commission. 

Odd-lot trading permits the investor of limited means to buy 
modest numbers of shares in several corporations and thus obtain 
some degree of diversification. The big disadvantage is the fact 
that the odd-lot price differential plus the minimum commission 
(see page 268) comprise a significant percentage of the purchase 
and sale price on small orders, especially on low-priced stocks. 
Such a disadvantage is, of course, maximized if the shares are held 
lor a short time. 


Short selling. A "short" sale is the sale of stock which the seller 
does not own hut which he expects to acquire in the future. The 
short seller, anticipating a decline in the price of the stock, hopes 
to make a profit from selling the stock now and buying it hack 
later at a lower price. The broker to whom the order is given ar¬ 
ranges to borrow it-either from his own stock or from stock of 
customers who have allowed their securities to he used for this 
purpose, or from some other broker in the "loan crowd” on the 
exchange who has stock available for lendin". 

Where stock is borrowed by the broker from a customer the 
latter turns it over without security hut continues to receive any 
dividends paid during the transaction. The customer who lends 
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the stock relies on the broker to return the same number of shares 
of stock on demand. Where stock is borrowed from another 
broker, the borrowing broker deposits with the lender of the 
stock the full market price of the borrowed shares, the money 
having been obtained by their sale. Thus the lender has the use 
of cash during the period the stock is lent, and when stocks are 
freely available for lending, he may pay interest, at the “loaning 
rate of, say, 1 per cent. Where not so much stock is available for 
borrowing, it is loaned “flat,” with no payment for its use. This is 
the usual arrangement today. When stock is in much demand for 
short selling, the lender may even receive a premium for the use 
of the stock, stated in terms of $1 or a multiple thereof for each 
day on each 100 shares borrowed As the price of loaned stock 
rises and falls, the amount of cash held as security is increased or 
decreased as either party requests that it be made equal to market 
price. 

Loans of stock may be called by either party on three days’ 
notice. 1 he short seller continues his "short position” until such 
time as he decides to "cover” his short sale by buying on the 
market an equivalent number of shares and delivering these to 
the lender in return for the cash. 

Under present regulations, an order for a short sale must be so 
designated when placed, and cannot be executed at a price lower 
than that established in the last preceding regular (as distin¬ 
guished from short) sale. 3 It can be executed at a higher price, 
or at the last price, provided this in turn is higher than the next 
preceding different price. The purpose of these rules is to prevent 
the use of short sales to depress the market price of the issue. 

As short selling is purely a speculative device, many persons 
believe that the practice should be outlawed as detrimental to 
investment values. Others claim that it serves a necessary func¬ 
tion in providing a corrective check to abnormally high prices as 
well as a protective cushion to declining prices. It is noteworthy 
in the latter regard that short selling seems much more prevalent 
in periods of market weakness or uncertainty than in periods of 
great strength, and that buying orders to cover short positions 
rarely change the trend of the market. Instead of acting as a brake 

3 On regional exchanges (outside of New York), the price can be equal to the 
last sale prevailing on the New York Stock Exchange. 
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on an advancing market, short selling may result in higher prices 
as frightened short sellers rush to place buying orders to cover 
their positions when favorable developments cause prices to ad¬ 
vance. 

Privileges and options. The term privilege or option is applied 
to a contract which involves the right to buy or sell securities at 
specified prices within a stated time. There are various types of 
such contracts, of which "puts" and "calls" are the most important. 
A put is a contract which gives an investor the right to sell a 
certain number of shares (usually 1(K)) at a designated price 
(usually slightly below the prevailing market) within a limited 
time (usually 30 days). An investor holding 100 shares of a certain 
stock selling at $50 a share who fears that the price may decline 

an impending development, but who 
otherwise desires to keep his stock, may purchase a "put" giving 
him the right to sell his stock at, say, $45 a share to the seller of 
the option at any time within, say, 30 days. 

A call is a contract which gives an investor the right to buy a 
certain number of shares (usually 100) at a designated price 
(usually slightly above the prevailing market) within a limited 
time (usually 30 days). An investor considering the purchase of 
100 shares of a certain stock selling at $50 a share who feels that 
the time is not opportune, but fears that the price might rise 
suddenly while he is waiting, may purchase a “call" giving him 
the right to buy the stock at, say,' $55 a share from the seller of 
the option at any time within, say, 30 days. 

The differentials between the market prices and the option 
prices are set by the option dealers and are determined by the 
condition of the market. The spreads are naturally smaller on 
low-price stocks and in inactive markets. The cost of these option 
contracts depends on the value of the stock and is currently 
$137.50 per hundred shares on a 30-day basis on stock selling in 
the $20-330 range, where the option price is a number of points 
away from the market. Options "at the market" are usually much 
dearer. Although the contracts are used chiefly by speculators, 
they are occasionally used by investors as a sort of insurance 
against contingencies which may not occur. 

Buying on margin. Accounts with brokers fall into two main 
categories-cash accounts and margin accounts. In a cash account, 
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purchases are made outright for full ownership and sales are made 
against immediate delivery of securities. To open a margin ac¬ 
count. the buyer deposits with his broker cash or securities equal 
to a portion of the price of the security (the margin) and his 
broker advances the balance. To finance this balance, the broker 
uses his own capital or obtains such funds by pledging the securi¬ 
ties purchased with a bank as collateral for a loan. If the price of 
the stock declines, the buyer must keep the margin good by de¬ 
positing additional cash or securities so that at all times the 
margin will meet the required minimum percentage of the market 
pnee. If the margin falls below this percentage, a margin call is 
sent to the customer; if the customer fails to provide the addi- 
tional margin, the broker sells out the account. 

The volume and origin of the brokers' loans that arise out of 
securities transactions are now subject to regulation under the 
. ecurities Exchange Act of 1934. The initial margins which mem- 
bers of security exchanges registered under that Act shall require 
from their customers are laid down by the Board of Governors of 
the Federal Reserve System. In 1951 the minimum was 75 per 
cent. A margin of 100 per cent (no loanable value) was in force 
from January 1946 to February 1947; this percentage was de¬ 
creased to 75 per cent in February 1947 and to 50 per cent in 
March 1949, and increased to 75 per cent in January 1951.' In 
addition to controlling margin requirements, the Securities Ex¬ 
change Act also provides that members of registered securities 
exchanges and brokers and dealers who do a security business 
through such members may borrow (for securities transactions) 
only from member banks of the Federal Reserve System and non¬ 
member banks which agree to comply with the regulations as 
regards securities loans. 

Trading in rights and warrants. Rights to subscribe to stock 
under privileged subscriptions are sometimes very actively traded, 
and examples of listed rights are usually found in the stock quo¬ 
tations. After the official announcement of their issue, the Com¬ 
mittee on Stock List of the New York Stock Exchange announces 
a date on which the rights may be traded on that Exchange on a 


4 The minimum_ 0 ... _ 

state and local government _ 

market value, whichever is lower. 


margin on Federal obligations is 5 per cent of principal, and on 
v eminent bonds, 15 per cent of principal or 25 per cent of 
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“when issued” basis. Under this arrangement, buyers (and sellers) 
of rights receive delivery of (or deliver) the rights and make 
the appropriate settlement after the rights are actually issued. 
Thereafter the rights are bought and sold in the regular way until 
the date of expiration, after which they have no value. 5 

Many companies provide facilities or retain a bank or trust 
company to assist stockholders in disposing of their rights or in 
acquiring additional rights so as to round out the number needed 
to purchase an even number of shares of new stock. 

Stock-purchase warrants are attached to bonds or preferred 
stock at the time of their issue or arc issued as payment for services 
and entitle the holder to purchase common stock from the issuer 
at a specified price within a definite period of time or indefinitely. 
When the warrant is detachable, it may have a separate listing 
and enjoy an active market. Certain perpetual warrants are cur¬ 
rently listed on the New York Curb Exchange. 

'Flu* methods of determining the value of rights and warrants 
are explained in Chapter 17. 

Buying and selling listed bonds. Although the bulk of bonds 
are traded over-the-counter, some 920 bonds arc listed on the 
Now York Stock Exchange and the other leading exchanges also 
quote bonds although they have much smaller lists. (See page 
242.) The ordinary unit of trading on the exchanges is $1,000, 
and quotations are shown in per cent of face value. Thus, the 
price of a $1,000 bond quoted at 98 is $980. As explained in 
Chapter 17, three types of quotations are used: (I) “and interest,” 
with accrued interest from the last coupon date added to the 
price; (2) flat, with no addition of accrued interest, in the case 
of bonds whose income is not assured or is in default; and (3) on 
a yield basis, the bid and asked values being expressed in terms of 
yield rather than price. 

Bid and offering prices of bonds are usually in JS’s except in 
United States Government securities, where the values are ex¬ 
pressed in )4ss. Quotations on the New York Stock Exchange and 
the New York Curb Exchange are sent out over ticker service; the 
bonds are designated by their coupon rates-and by their maturi¬ 
ties if the same company has two or more issues with the same 


Sri- j)|). 2H7-2 HH lor a <liscuv.ioii of the valuation of rights. 
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coupon rate. The price of a registered bond, the transfer of which 
involves time and expense, is usually lower than that of an identi¬ 
cal bond in coupon form. 

Time of delivery. Securities which are bought and sold on the 
securities exchanges must be delivered within the time specified 
under the rules of the exchange. Under the rules of the New York 
Stock Exchange, regular deliver)' is required on the third full busi¬ 
ness day (thereby excluding Saturdays, Sundays, and holidays) 
following the day of sale. 6 Sales not made in the regular way may 
be made for cash , which means for delivery and payment on the 
same day as that of sale. Sales may also be made for delayed de¬ 
livery, thus giving sellers a specified time, such as a week or a 
month, in which to arrange delivery. Short sellers, however, are 
not allowed to use the delayed delivery option, which is restricted 
to actual owners of securities. The prices at which securities may 
be sold on a cash or delayed-delivery basis are usually slightly 
lower than those prevailing on regular deliveries because either 
of these options operates to the benefit of the seller more than to 
the benefit of the buyer. 

In the case of stock, delivery in the regular way is the customary 
procedure, although delayed delivery up to 60 days is sometimes 
arranged to accommodate holders living at a distance from the 
exchange. In a corporate bond sale, the option of delayed delivery 
is limited to seven days. As the buyer must be prepared to accept 
delivery at any time within the delayed period, he is entitled to 
accrued interest on bonds up to the date of regular delivery, 
unless the bonds are traded “flat.” 

In the event that the seller fails to make delivery within the 
designated time, the buyer has the right to a buy-in, whereby his 
broker repurchases the securities from another seller on a cash 
basis and holds the original seller liable for any higher cost. In 
practice, however, buy-ins are resorted to only after repeated 
failures to deliver. 

When unlisted issues are bought or sold through dealers, the 
time of delivery is set more by informal agreement than by formal 
rules. In general, however, the practice closely conforms to that 
of the listed group. 

6 An exception is found in the case of Government bonds, for which regular de¬ 
livery is next-day. 
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Commission charges. When listed securities are purchased or 
sold by investors directly from or to investment dealers, no com¬ 
mission charge is made, since both parties are acting as principals 
in the transaction. When securities are bought or sold through 
brokerage houses, a commission charge is made which is paid by 
both the buyer and the seller. Minimum commission rates are 
usually established under the rules of the exchanges where the 
securities are sold. Competition between brokerage houses tends 
to keep rates on a uniform basis at the established minima. Al¬ 
though at one time a uniform commission of % of 1 per cent of par 
value was charged on all security transactions, under more recent 
procedure, graduated scales are in vogue varying, in the case of 
bonds, with issuer, price, and maturity and, in the case of stocks, 
with market price. 

The following schedule shows the minimum commission rates 
per $1,000 of principal on long-term corporate bonds in effect on 
the New York Stock Exchange in 1951: 

Commission per $1000 of Principal 


Price of Bond 

1 or 2 
Bonds 

3 

Bonds 

4 

Bonds 

5 

Bonds 

Less Ilian $10 . 

... $1.50 

$1.20 

$ .90 

$ .75 

$10 to under $100 .... 

... 2.50 

2.00 

1.50 

1.25 

$100 and over. 

... 5.00 

4.00 

3.00 

2.50 


The total purchase price (exclusive of taxes, fees, insurance 
and postage) for buying, on March 17, $5,000 in par value of a 
bond with interest payable April 1 and October 1, at 105, would 
be computed as follows: 

Principal: $5,000 at 1052 .. 

Interest: $5,000 at 42 for 5 mo. and 19 days 
Commission: 5 bonds at $2.50. 

Total cost. 

In the foregoing illustration, the accrued interest is computed 
up to but not including the day of delivery, which would be 
March 20. The entire payment of $93.89 for accrued interest 
would be recovered on April 1, when interest amounting to 
$100.00 would be collected for the six months thus ending. The 
net cost to the buyer would therefore be $5,262.50. 


$5,250.00 

93.89 

12.50 

$5,356.39 
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The round-lot (100-share) commission rates on stocks, rights 
and warrants selling at 50 cents and above are: 7 


Money Value 

Under $ 15.00 

$ 15.00 to 99.99 

100.00 to 999.99 

1,000.00 to 3,999.99 

4,000 and above_ 


Commission Charge 
As mutually agreed 
6% of money value 
1% of money value plus $ 5.00 
of money value plus $ 10.00 
Vio* of money value plus $26.00 


Th e commission charge on transactions involving multiples of 
100 is found by multiplying the round-lot commission by the 
appropriate multiple. 

The total purchase price (exclusive of taxes, fees, insurance and 
postage) for buying 100 shares of a common stock at 50 would 
bo computed as follows: 


Principal: 100 shares at $50 .. 
Dividend: (included in price) 
Commission: . 

Total cost .. 


$5,000.00 

0 

31.00 

$5,031.00 


In both of the preceding illustrations, the respective proceeds 
to the seller would be less than the amounts shown, as the com¬ 
mission charges would be deducted rather than added. Further¬ 
more, transfer taxes and registration fee would be paid by the 
seller. 


Transfer taxes and Federal registration fees. The purchase or 
sale of securities involves the payment of a broker’s commission 
by both buyer and seller. In addition to the commission, the seller 
has deducted from the proceeds of the sale: (1) a Federal transfer 
tax, (2) the Securities and Exchange Commission’s registration 
fee, (3) a state transfer tax levied in some states (including New 
York) on stock transactions made within the state, and (4) in¬ 
surance and postage. The Federal transfer tax was, in August, 
1951, 5? on each $100 of par value and 5(* per share on no-par 
stock on the transfer of stock selling below $20 a share; it was 
Ot 4 on each $100 of par value and on each share of no-par stock 
where the stock sells for more than $20. The Federal transfer tax 
on bonds was 5^ for each $100 of face value. Federal and munic- 


7 When the amount involved is $100 or more, the minimum commission shall 
not exceed 50 cents per share but in any event is not less than $6 per single 
transaction. 
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ipal bonds being exempt. The S.E.C. registration fee is imposed 
on the exchange and is collected from its members, who in turn 
charge the seller of the security, at the rate of one cent for each 
$500 or fraction thereof. New York State imposes an excise tax 
on transfer of stocks within the state on a graduated scale ranging 
from U a share on stocks selling under $5 a share to 4(* on stocks 
selling above $20. There is no New York tax on bond transfers. 
Insurance and postage runs about 40 cents per $1,000 of value. 

The seller ol the stock in the previous illustration would receive 
$4,964.95 (less insurance and postage), computed as follows: 


100 shares at $50. 

Less: 


.... $5,000.00 

Brokerage commission_ 

.... $31.00 


N. Y. State tax. 

4.00 


Federal tax . 

6.00 


BegiNtr.it ion fee. 

.10 

41.10 

$ 1.958.90 


Transfer of securities. Bonds are negotiable instruments, and 
stocks are in effect negotiable under modern stock transfer laws. 
Fill® ,r| ay be transferred by simple delivery, in the case of coupon 
bonds which are payable to bearer, or by endorsement or assign¬ 
ment and delivery, in the case of registered bonds and all classes 
of corporate stock. As in the case of a bank check, endorsement 
in blank converts an instrument payable to a specified party into 
an instrument payable to the holder thereof. As the law generally 
upholds the title of an innocent purchaser to a negotiable instru¬ 
ment, it follows that buyers and sellers of securities should be 
most careful in arranging transfers. As dividend payments are 
made only to stockholders of record, new owners should arrange 
for immediate transfer to ensure the receipt of future payments. 
In the event of loss through delay, such owners may recover only 
from the former owners. 

Every seller of a negotiable instrument gives three implied 
promises in the transfer to a buyer. These guarantees are: (1) that 
the instrument is genuine; (2) that the seller is not aware of any 
defect in its validity; and (3) that the seller is the legal owner 
with full power to sell. 

Stock certificates are registered in the names of the owners or 
their brokers. Sometimes, owners prefer to have their stocks 
registered in the names of nominees, in which case the nominees 
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have the right of transfer. The certificates may be transferred by 
endorsement or through an attached written assignment. 

Each certificate is numbered, states the total number of author¬ 
ized shares and the number of shares represented by the certifi¬ 
cate, and bears the name of the registered owner, the signature 
of two properly designated officers of the company, and the re¬ 
spective authentications of the registrar and transfer agent. On 
the reverse side of each certificate usually appears a transfer 
order which represents a combination of a bill of sale and a 
power of attorney with authority to transfer. 

The signature on the assignment must correspond in every 
way, without alteration, enlargement, or any change whatever, 
with the name written on the face of the certificate. The endorse¬ 
ment must be guaranteed by a responsible financial institution. 
The actual transfer on the books of the company is usually ar¬ 
ranged by the new owner, but the seller may sometimes make the 
tiansfer to be assured that his name no longer appears as a stock¬ 
holder. 

The transfer of stock held by a corporation, or in the name of 
a decedent or an estate, or in the name of a trustee or guardian, 

01 by an alien or nonresident requires additional documents of a 
nature too technical for discussion in this volume. 



CHAPTER 17 


MATHEMATICS OF INVESTMENT 


Scope. The purpose of this chapter is to discuss the mathe¬ 
matical problems which arise in investment practice. The order 
of discussion is: (1) definition of terms, (2) accrued interest on 
bonds, (3) dividends and yields on stocks, (4) rate of return on 
bonds, (5) present values on bonds, (6) the use of bond yield 
tables, (7) yields on callable bonds, (8) values of convertible 
securities, (9) values of stock subscription rights, and (10) values 
of stock purchase option warrants. The discussion of present 
values, involving the use of algebraic and logarithmic formulae, 
may be omitted by other than advanced readers. The investor 
who can appreciate that the price of a security is determined by 
the rate of income return, and not conversely, has gained a true 
realization of investment value. 

Investment mathematics. The selection of an investment se¬ 
curity usually involves mathematical calculations which may be 
simple, as in the case of bond interest, or complex, as in the case 
°f * )on(1 yield. In the latter case, however, reference tables are 
available which greatly simplify what would otherwise require 
the knowledge of algebraic principles. 

The mathematical problems which occur most frequently in 
investment practice may be placed in the following groups: 

(1) The calculation of accrued interest on bonds. 

(2) The calculation of yield on stocks. 

(3) The calculation of yield and prices of bonds. 

(4) The calculation of equivalent values on convertible bonds 
and convertible preferred stocks. 

(5) The calculation of the value of stock subscription rights 

and warrants. 1 2 3 4 5 6 
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Mathematical terms. Many of the mathematical terms used in 
the field of investments have meanings which are not always 
applicable in other fields. The first group of terms are those used 
in connection with the prices of securities: 

Market price is the value as shown in the last previous trans¬ 
action or as indicated by the prevailing quotations expressed in 
terms of the best price that any prospective buver is willing to 
pay. 

Bonds prices are expressed as percentages of face value (a price 
of 103)2 means 103)4 per cent of $1,000, or $1,035), whereas stock 
prices are expressed in dollars per share (a price of 46% means 
$46.75 per share). 

The difference between market price and face value of bonds 
is known as discount when the market price is lower and as 
premium when the market price is higher. 

Conversion price is the fixed price (in terms of face value of 
convertible bonds or preferred) at which common stock will be 
issued to holders of convertible bonds or preferred stock in ex¬ 
change for these securities. 

Subscription price is the fixed price at which additional stock 
will be sold to existing stockholders. 

The second group of terms are those used in connection with 
interest calculations: 

Accrued interest is the amount of interest that has accumulated 
on a bond since the last preceding semiannual payment date. 

Accumulation is the appreciation in the value of a bond bought 
at a discount, between the purchase date and the maturity date 
when it is payable at face value. 

Amortization is the depreciation in the value of a bond bought 
at a premium, between the purchase date and the maturity date 
when it is payable at face value. 

Nominal yield is the annual income rate specified on bonds and 
preferred stocks. The actual yield to the investor will be higher 
or lower than the nominal yield if the cost price is less or more 
than the face value. 

Current or stock yield is the annual income rate as determined 
by the cost price without regard to accumulation or amortization. 
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(A 4 per cent bond bought at 105, due in 20 years, provides a 
current yield of about 3.80 per cent per annum.) 

Net yield (or yield to maturity) is the annual income rate as 
adjusted to the cost price and the amount of annual accumula¬ 
tion or amortization. (A 4 per cent bond bought at 105, due in 20 
years, provides a net yield of about 3.65 per cent per annum.) 

Accrued interest on bonds. The prices of most bonds are quoted 
on an "and interest” basis. In addition to the agreed price, the 
buyer will be expected to advance to the seller the amount of in¬ 
terest accrued since the preceding interest date because interest 
for the full six months will be paid to the buyer on the next in¬ 
terest date. 

Accrued interest on bonds is calculated on the 360-day-year 

basis, except in the case of certain United States Government 

bonds on which the 365-dav-vear basis is used. Under the 360-dav 

^ # •' 

basis, each month is considered to have 30 days irrespective of 
the calendar. The seller is entitled to interest up to, but not in¬ 
cluding, the day of delivery. Thus, if a 4 per cent bond with in¬ 
terest payment dates on January 1 and July 1 (J-J) is sold on 
Monday, October 13, for regular three-day delivery on Thursday, 
October 16, the seller is entitled to interest for three months 
(July, August, and September) and 15 days (up to, but not in¬ 
cluding, October 16) at 4 per cent, or $11.67. If a 3 per cent 
bond with interest payment dates on March 1 and September 1 
(M-S) is sold on Friday, October 17, for delivery on Wednesday, 
October 22. the seller is entitled to interest for one month (Sep¬ 
tember) and 21 days (up to but not including October 22) at 3 
per cent, or $4.25. 

In the event that interest is not paid at the subsequent pay¬ 
ment date, the buyer may not recover the amount advanced to 
the seller but must endeavor to collect from the issuer. 

Bonds sold "flat.” Some bonds are sold "flat,” that is, the quoted 
price includes accrued interest, if any. Such bonds are likely to be 
either in default, or income bonds whose income is uncertain and 
thus has much of the character of dividends. 

Accrued dividend on stocks. The amount of dividend which 
accumulates on corporate stock from each payment date to the 
next is automatically included in the quoted price of the stock, 
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BOND INTEREST TABLE 
Interest on $1,000 From One Day to Six Months 


2 Per Cent 3 Per Cent 4 Per Cent 5 Per Cent 6 Per Cent 


Months 
1 .. 
2 .. 

3 .. 

4 .. 

5 .. 

6 .. 


$ 0.0555 
0.1111 
0.1667 
0.2222 
0.2778 

0.3333 

0.3889 

0.4444 


L'K‘101 


0.5555 

0.6111 

0.6667 

0.7222 

0.7778 

0.8333 

0.8889 

0.9444 

1.0000 

1.0555 

1.1111 

1.1667 

1.2222 

1.2778 

1.3333 

1.3889 

1.4444 

1.5000 

1.5555 

1.6111 

1.6667 


1.6667 

3.3333 


wOXUJ 


6.6667 

8.3333 

10.0000 


$ 0.0833 
0.1667 
0.2500 
0.3333 
0.4167 


[iko:o 


0.5833 

0.6667 

0.7500 

0.8333 

0.9167 

1.0000 

1.0833 

1.1667 


JpVU1 


1.3333 

1.4167 

1.5000 

1.5833 


iR-X.-ri 


1.7500 
1.8333 
67 


$ 0.1111 
0.2222 
0.3333 
0.4444 
0.5555 

0.6667 

0.7778 

0.8889 

1.0000 

1.1111 

1.2222 

1.3333 

1.4444 

1.5555 

1.6667 

1.7778 



m 


2.1667 

2.2500 

2.3333 

2.4167 



5.0000 

7.5000 

10.0000 

12.5000 

15.0000 


2.2222 

2.3333 

2.4444 

2.5555 

2.6667 

2.7778 

2.8889 


:*UT 


3.1111 

3.2222 

3.3333 


3.3333 

6.6667 

10.0000 

13.3333 

16.6667 

20.0000 


$ 0.1389 
0.2778 
0.4167 
0.5556 
0.6944 

0.8333 

0.9722 

1.1111 

1.2500 

1.3889 




2.2222 

2.3611 


2.6389 

2.7778 

2.9167 

3.0555 

3.1944 

3.3333 

3.4722 

3.6111 

3.7500 

3.8889 

4.0278 

4.1667 


4.1667 

8.3333 

12.5000 

16.6667 

20.8333 

25.0000 


$ 0.1667 
0.3333 
0.5000 
0.6667 
0.8333 

1.0000 

1.1667 

1.3333 

1.5000 

1.6667 

1.8333 
2.0000 

2.1667 

2.3333 

2.5000 

2.6667 

2.8333 
3.0000 

3.1667 

3.3333 

3.5000 

3.6667 

3.8333 
4.0000 

4.1667 

4.3333 

4.5000 

4.6667 

4.8333 
5.0000 


5.0000 

10.0000 

15.0000 

20.0000 

25.0000 

30.0000 
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which includes all accrued dividends, if any. No calculation of 
dividend accrual is therefore involved. (An exception is found 
in the case of new issues of preferred being offered to the public 
at a certain price “plus accrued dividends from the date of issue.”) 
Dividend payments involve declaration dates (sav, March 1), 
record dates (say, March 20), and payment dates (say, April 15). 
Persons buying the stock on or before the record date are entitled 
to receive the forthcoming dividend. Because buyers after the 
record date (March 20) are not entitled to the next dividend (on 
April 15), the market price is said to be “ex-dividend” and usually 
declines by the amount of the quarterly payment around the 
record date, unless other influences offset the effect of the divi¬ 
dend. 1 

Yields on stocks. The rate of return, or yield, on investments in 
corporate stocks is determined bv dividing the annual dividend 
payment (in dollars) by the cost price. A stock which cost $150 
per share and which is paying an annual dividend of $9 per share 
is affording a yield of 6 per cent. Subsequent changes in the 
market price do not affect the rate of return to existing holders 
but do change the rate of return available to new buyers. Subse¬ 
quent changes in the dividend rate affect the rate of return to all 
holders. 

The calculation of the yield in the case of preferred stocks has 
greater warrant than in that of common stocks. Dividend rates 
on preferred stocks are fixed in time and amount, and therefore 
provide a more dependable basis for the calculation of an esti¬ 
mated rate of income return. Dividend payments on common 
stocks are more irregular. In many cases the yield on common 
stock is virtually meaningless; in others, where the dividends are 
regular and appear dependable, the yield is a significant factor 
to investors. Whereas in the case of bonds the yield reflects the 
general quality of the security in the mind of'investors at the 
tune, it may not do so for common stocks, where the price may 
reflect appreciation possibilities more than anticipated dividend 
income. 




on 
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Yield on bonds. Mathematically, the yield or annual rate of in¬ 
come of a bond is a function of: (1) its price; (2) its nominal 
coupon rate of interest; and (3) the length of time to maturity, 
except in the case of the current yield, where the third factor is 
ignored. Actually, however, the yield is the factor that determines 
the price, given the other two factors. With the exception of bonds 
that are bonds in name but which have the risk characteristics of 
common stocks, the investor is interested in yield, not price. In 
fact, some obligations, such as Treasury certificates and bills, 
municipal securities, and equipment trust certificates, are quoted 
in terms of yield rather than price because of the various maturi¬ 
ties that are available. 

Where the principal of a bond is in default or undergoing re¬ 
adjustment, or where the income is uncertain, the current rather 
than the net yield is used to indicate the rate of return. This prac¬ 
tice should also apply to bonds on which the continuation of 
interest payments or the payment of principal at maturity is so 
much in doubt that they sell at very substantial discounts. In 
addition, where bonds are bought for trading purposes rather 
than to hold, the current yield is usually figured. 

The current yield on bonds is determined by dividing the an¬ 
nual interest payment bv the cost price. A 3)4 per cent bond pur¬ 
chased at 90 would afford a current yield of 3.89 per cent, as thus 
calculated: 


Annual interest. $ 35 (3E per cent of $1,000) 

divided by 

Cost price . $900 

equals 

Current yield. .0389 


Where a bond is sold "flat,” either the current yield is used or, 
if net yield is desired, accrued interest since the last interest date 
is deducted from the price. 

With the exception of the types of bonds noted above, it is the 
general custom of investors to calculate the annual rate of income 
on bonds on the basis of net yield to maturity. The net yield may 
be determined approximately by dividing the annual income 
(interest plus annual accumulation or minus annual deprecia¬ 
tion) by the average cost price (as adjusted by accumulation 
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credits or amortization charges). A 3 per cent bond due in 25 years 
which was purchased at 90 would afford an approximate net yield 
(to maturity) of 3.58 per cent, as thus calculated: 


Annual interest 
plus 

Annual accumulation 
equals 

Total income 

divided by 

Average cost 

equals 

Net yield (to maturity) 


$ 30 (3 per cent of $1,000) 


$ 4 ($1,000 - $900 = $100 4- 25 yrs.) 


$ 34 

$950 ($900 + $1,000 = $1,900 4- 2) 
.0358. 


A 4 per cent bond due in 20 years purchased at 110 would 
afford an approximate net yield (to maturity) of 3.33 per cent, 
calculated as follows: 


Annual interest 
minus 

Annual amortization 
equals 

Annual income 
divided by 

Average cost 

equals 

Net yield (to maturity) 


$ 40 (4 per cent of $1,000) 

$ 5 ($1,100 - $1,000 = $100 -4 20 

yrs.) 

$ 35 

$1,050 ($1,100 + $1,000 = $2,100 + 2) 


.0333. 


The net yield (to maturity) as calculated in the two preceding 
examples is an approximate, rather than an exact, figure. From a 
mathematical viewpoint, the annual amortization or accumulation 
would not be a uniform amount, and the average cost would be 
somewhat higher or lower than the figures here shown. There¬ 
fore it is necessary to use a more accurate method which requires 
the use of mathematics in order to determine the value of future 
payments of principal and interest compound-discounted to the 
present time. To expedite such calculations, tables have been 
prepared and published which permit the ready determination of 
accurate yields when prices are known, or of exact prices when 
yields are given. 
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Compound interest formula. The formula for determining the 
future value of money invested at compound interest is: 

(1 + N)-, 

in which N is the interest rate per year and n is the number of 
years. 

Assume that $1.00 is invested at compound interest credited 
annually for 20 years at 3 per cent: 

(1 + N)"=(1 + .03)*° = (1.03)* 0 
Log (1.03) =0.012837 
Log (1.03)” = 0.25674 
0.25674 = log 1.806 = $1,806. 

The indicated value of $1.00 would therefore be $1,806, and 
that of $1,000 would be $1,806. 

Present worth formulae. The formula for determining the value 
of a principal sum of money payable at a future time, compound- 
discounted to the present time, is the reciprocal of the compound 
interest formula: 

1 

(1 + N)"’ 

in which N is the discount rate per year and n is the number of 
years. 

Assume that $1.00 payable in 20 years is to be compound-dis¬ 
counted at 3 per cent: 


1 _ 1 
(1 + N)- (1 + .03)” 


—-— = $0,553. 
1.806 


The indicated value of $1.00 would therefore be 55.3 cents. The 


present worth of a $1,000 bond payable in 20 years, compound- 
discounted at 3 per cent per annum, would be $553. 

The formula for determining the value of the total annual in¬ 
terest payments on a bond payable over a period of years, com¬ 
pound-discounted to the present time, is here shown: 
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in which C is the coupon interest rate, N is the net interest rate 
or yield, and n is the number of years. 

Assume that a $1,000 bond payable in 20 years carries a 4 per 
cent coupon interest rate, and the interest payments are to be 
compound-discounted at 3 per cent: 

— ($1,000 - $553) = - ($447) = $596. 

.03 3 


The total present worth of both principal and coupons on a 
$1,000 bond bearing a 4 per cent interest rate payable in 20 years 
would therefore be the sum of $553 (the present worth of the 
principal) plus $596 (the present worth of the coupons), or 
$1,149. (It is interesting to note in passing that the investor w'ho 
pays $1,149 for this bond is paying more for the future interest 
payments than for the principal at maturity.) 

The formula for determining the present worth of a bond pay¬ 
able at a future date is obtained by combining the respective 
formulae for present worth of principal and present worth of 
coupons as follows: 


(1 + N)- + 



1 

(1 + N)" 



This formula may be reduced and expressed more simply as: 

N + C (1 + Ny-C 
N(l + N)» 


The preceding case of the 4 per cent $1,000 bond payable in 
20 years may now be applied to the simplified combined formula 
in order to determine the present value of the bond on a 3 per 
cent yield basis: 


■03+ .04(1 + .03)™-.04 




■03(1 + .03)™ 

■03 + ,0 7224 - .04 _ .06224 
■05418 “ .05418 


.03(1.806) 

= 1.149 = $1,149. 


I he total value of the bond in question would therefore be 

$U49, which confirms the separate values of $553 as determined 

In the principal formula and of $596 as determined by the interest 
formula. 



280 MATHEMATICS OF INVESTMENT 

In the preceding cases, the problem was to determine the price 
of a bond when the yield is given. In other cases, the problem 
may be to determine the yield when the price is given. 

Assume that a 3 per cent bond due in 60 years is purchased at 
105. The net yield would be thus determined through substitution 
in the combined formula: 

y + .03 (1 + N)‘°-.03 

N(l + N)«o 

1.05N(I + N ) 60 = .03(1 + N)<° + N - .03. 

The bonds having been purchased at a premium, it is evident 
that the net yield is less than .03 per annum. Solving by approxi¬ 
mation, .029 may be tried. 

1.05 X 029(1 -f .029) 60 = .03(1 -f .029)«° + .029 - .03 
1.05 X .029(1.029)*° = .03(1.029) fiu - .001. 

The solution from this point will be facilitated through the use 
of logarithms. 


Left Side of Equation Right Side of Equation 


log 1.05 =0.02119 


log .03 = 8.47712 - 10* 

log .029 = 8.46240 - 10 

log (1.029)*° =0.74520 

• = < 

log (1.029)*° =0.74520 

log 9.22879 - 10 J 

.1693 


log 9.22232 - lOj 

.1678 
.001 

1693 

• 

* 

> .1668 

.028 may next be tried: (.028 

- .03 = - .002). 


Left Side of Equation Right Side of Equation 


log 1.05 

= 0.02119 'j 

log .03 

= 8.47712 - 10 

log .028 

log (1.028J* 1 ” 

= 8.44716 - 10 1 
= 0.71940 f ~ ' 

log (1.028)«« 

= 0.71940 

log 

.1541 

9.18775 - 10J 

log 

9.19652 - 10J 
.1572 
.002 

.1541 

4 

< 

.1552 


The net yield is apparently between .029 and .028 as, in the 
first case, the left side was the greater, and, in the second, the 
right was larger. The comparative equality being greater at .028, 
.0281 may next be tried: (.0281 — .03 = — .0019). 
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Left Side of Equation 

Right Side of Equation 

flog 1.05 =0.02119 


flog .03 

= 8.47712 - 10) 

log .0281 = 8.44871 - 10 

_ ] 

log (1.0281 ) 6 ” =0.72180 

log (1.0281)«« =0.72180 


1 


log 9.19170 - 10 


'log 

9.19892 - 10J 

.1554 


.1581 



.0019 

.1554 

< 

.1562 

.0282 may be tried: (.0282 - 

- .03 = 

-.0018). 

l.eft Side of Equation 

Right Side of Equation 

log 1.05 =0.02119 


flog .03 

= 8.47712 - 10) 

log .0282 = 8.45025 - 10 


log (1.0282)*" =0.72420 

log (1.0282)*” =0.72420 

* ™* 



log 9.19564 - 10 


Jog 

9.20132 - 10J 

.1569 


.1589 



.0018 

.1569 

c 

.1571 


As the assumed net yield of .0282 brought the two sides of the 
equation in almost exact balance, it is evident that the bond in 
question has been bought at a price which affords a yield of 2.82 
per cent per annum. 

Bond tables. The mathematical problems most frequently aris¬ 
ing in connection with bond investment are, first, the problem of 
determining the net yield of a bond when price, redemption 
value, and maturity are known; and, second, the problem of as¬ 
certaining the price at which a bond of known redemption value 
and maturity must be purchased to yield a certain desired return. 
In either case, the solution is simplified through the use of bond 
table books. 

At the outset it may be stated that bond tables are not complete. 
Complete bond tables in the true sense of the word would show 
the net yield on every amount invested at ever)' possible rate of 
interest for every possible maturity. Such a compilation is, of 
course, out of the question. Bond tables may be constructed 
within any desired limitations. A large assortment of tables is 
available, with a wide range in coupon rates, maturities, and 
prices. The more modern tables reflect the use of low fractional 
coupon rates and provide means by which prices and yields for 
maturities involving monthly periods can be determined with a 
minimum of interpolation. 



282 


MATHEMATICS OF INVESTMENT 


COMPREHENSIVE BOND TABLES 

4% 


Mat. 

19 

19S 

20 

205* 

21 

21J* 

22 

Yield 

Years 

Years 

Years 

Years 

Years 

Years 

Years 

1.00 

151.79 

153.03 

154.26 

155.48 

156.70 

157.91 

159.11 

1.25 

146.38 

147.46 

148.53 

149.60 

150.65 

151.71 

152.75 

1.50 

141.20 

142.13 

143.06 

143.98 

144.89 

145.80 


1.55 

140.19 

141.09 

141.99 

142.89 

143.77 

144.65 

145.52 

1.60 

139.19 

140.07 

140.94 

141.80 

142.66 

143.52 

144.36 

1.65 

138.19 

139.05 

139.89 

140.73 

141.56 

142.39 

143.21 

1.70 

137.21 

138.04 

138.86 

139.67 

140.48 

141.28 

142.07 

1.75 

136.24 

137.04 

137.83 

138.62 

139.40 

140.17 

140.94 

1.80 

135.27 

136.04 

136.81 

137.58 

138.33 

139.08 

139.82 

1.85 

134.31 

135.06 

135.81 

136.54 

137.27 

138.00 

138.71 

1.90 

133.36 

134.09 

134.81 

135.52 

136.22 

136.92 

137.62 

1.95 

132.42 

133.12 

133.82 

134.50 

135.19 

135.86 

136.53 

2.00 

131.48 

132.16 

132.83 

133.50 

134.16 

134.81 

135.46 

2.05 

130.56 

131.21 

131.86 

132.50 

133.14 

133.77 

134.39 

2.10 

129.64 

130.27 

130.90 

131.52 

132.13 

132.74 

133.34 

2.15 

128.73 

129.34 

129.94 

130.54 

131.13 

131.71 

132.29 

2.20 

127.83 

128.42 

129.00 

129.57 

130.14 


131.26 

2.25 

126.93 

127.50 

128.06 

128.61 

129.16 

129.70 


2.30 

126.05 

126.59 

127.13 

127.66 

128.19 

128.71 

129.22 

2.35 

125.17 

125.69 

126.21 

126.72 

127.23 

127.72 

128.22 


124.30 

124.80 

125.30 

125.79 

126.27 

126.75 

127.22 

2.45 

123.43 

123.92 

124.39 

124.86 

125.33 

125.79 

126.24 


122.58 

123.04 

123.50 

123.95 

124.39 

124.83 

125.26 

2.55 

121.73 

122.17 

122.61 

123.04 

123.46 

123.88 

124.30 

2.60 

120.89 

121.31 

121.73 

122.14 

122.55 

122.95 

123.34 

2.65 

120.05 

120.45 

120.85 

121.25 

121.64 

122.02 

122.40 

2.70 

119.22 

119.61 

119.99 

120.36 

120.73 

121.10 

121.46 

2.75 

118.40 

118.77 

119.13 

119.49 

119.84 

120.19 

120.53 

2.80 

117.59 

117.94 

118.28 

118.62 

118.96 

119.29 

119.61 

2.85 

116.78 

117.11 

117.44 

117.76 

118.08 

118.39 

118.70 

2.90 

115.98 

116.30 

116.60 

116.91 

117.21 

117.51 


2.95 

115.19 

115.49 

115.78 

116.07 

116.35 

116.63 



114.40 

114.68 

114.96 

115.23 

115.50 

115.76 


3.05 

113.62 

113.89 

114.15 

114.40 

114.65 

114.90 

115.14 

3.10 

112.85 

113.10 

113.34 

113.58 

113.82 

114.05 

114.28 

3.15 

112.08 

112.31 

112.54 

112.77 

112.99 

113.20 

113.42 

3.20 

111.32 

111.54 

111.75 

111.96 

112.16 

112.37 

112.57 

3.25 

110.57 

110.77 

110.97 

111.16 

111.35 

111.54 

111.72 

3.30 

109.82 

110.01 

110.19 

110.37 

110.54 

110.72 


3.35 

109.08 

109.25 

109.42 

109.58 

109.75 

109.90 


3.40 

108.35 

108.50 

108.66 

108.81 

108.95 

109.10 

109.24 

3.45 

107.62 

107.76 

107.90 

108.04 

108.17 

108.30 

108.43 

3.50 

106.90 

107.02 

107.15 

107.27 

107.39 

107.51 

107.63 

3.55 

106.18 

106.29 

106.41 

106.51 

106.62 

106.73 

106.83 

3.60 

105.47 

105.57 

105.67 

105.76 

105.86 

105.95 

106.04 
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3.65 

3.70 

3.75 

3.80 

3.85 

104.77 

104.07 

103.38 

102.69 

102.01 

104.85 

104.14 

103.44 

102.74 

102.04 

104.94 

104.21 

103.50 

102.78 

102.08 

105.02 

104.28 

103.55 

102.83 

102.11 

105.10 

104.35 

103.61 

102.88 

102.15 

105.18 
104.42 
103.67 
102.92 

102.18 

105.26 

104.49 

103.72 

102.96 

102.21 

3.90 


101.36 

101.38 

101.40 

101.42 

101.45 

101.47 

3.95 


100.68 

100.69 

100.70 

100.71 

100.72 

100.73 

4.00 


100.00 

100.00 

100.00 

100.00 

100.00 

100.00 

4.05 

99.34 

99.33 

99.32 

99.31 

99.30 

99.29 

99.28 

4.10 

98.69 

98.67 

98.64 

98.62 

98.60 

98.58 

98.56 

4.15 

98.04 


97.98 

97.94 

97.91 

97.88 

97.85 

4.20 

97.40 


97.31 

97.27 

97.23 

97.19 

97.15 

4.25 

96.76 

96.71 

96.65 

96.60 

96.55 

96.50 

96.45 

4.30 

96.13 


96.00 

95.94 

95.88 

95.82 

95.76 

4.35 

95.51 


95.36 

95.28 

95.21 

95.14 



Reproduced by permission of Financial Publishing Company. 


The Comprehensive 2 bond tables show the value, to the near¬ 
est cent, of a bond for $100 with coupon rates from %% to 3&? at 
intervals of !#?, and 35$ to 6? at intervals of maturities are 
shown monthly to 2 years, quarterly to 5 years, semiannually to 
40 years, annually to 50 years, and by five-year periods to 100 
years; yields range from .00? to 8.50?. 

A specimen page from the Comprehensive tables is shown 
here. The coupon rate, 4?, appears at the top of the page. As¬ 
sume that a bond, maturing in 20 years and bearing 4 per cent 
interest, is purchased at 111X ($1,117.50); required, the net yield. 
Since the top horizontal row shows the maturities, reference is 
made to the column headed 20 years. In this column, 111.75 ap¬ 
pears opposite 3.20 per cent in the first vertical column, which 
shows the net yield. The required net yield is therefore 3.20 per 
cent. 

If the exact price does not appear in the column, a process 
known as interpolation,” which is later described, is necessary. 
The second assumption is that the bond has the same maturity, 
20 years, and bears 4 per cent interest; required, the purchase 
price to yield 3.75 per cent. Reference is made to the column 
headed 20 years, and directly opposite 3.75 per cent, the desired 
net yield, appears 103.50, which shows the required purchase 
pricejo be $1,035.00 (103K) for a $1,000 bond. Interpolation is 

* Comprehensive Bond Values Tables (Boston: Financial Publishing Company.) 







284 MATHEMATICS OF INVESTMENT 

again necessary if the required net yield is not given in the yield 
column. 

It should be observed that “maturity," in the calculation of 
bond yields, means the number of years which a bond has still 
to run. A 30-year bond issued in 1945 had a maturity of onlv 
25 years as of 1950. 

Rarely do the bond tables give the exact desired informa¬ 
tion directly, because either the exact cost of the bond or the 
desired net yield, as the case may be, does not appear therein. This 
situation must necessarily exist, because the tables are incomplete, 
and interpolation becomes necessary. Interpolation is a matter 
of proportion, as it is based upon the assumption that the changes 
in the bond table values are proportionate. This assumption is not 
absolutely correct, but the degree of variance is too small to be 
serious. 

Assume that a 4 per cent bond is to run 20 years and is pur¬ 
chased at 108.00; required, the net yield. Using the Comprehen¬ 
sive table, the nearest amounts that appear are 107.90 and 108.66, 
which give net yields of 3.45 per cent and 3.40 per cent, respec¬ 
tively. The required net yield is therefore between 3.45 per cent 
and 3.40 per cent. The difference in amount is .76; in per cent, 
.05 per cent. The given price 108.00, being .10 greater than 107.90, 
will therefore yield ] %g of .05 per cent less than 3.45 per cent, or 
06 /to of .05 per cent greater than 3.40 per cent, making the net 
yield 3.443 per cent. 

The second assumption is that a 4 per cent bond is to run 20 
years; at what price should it be purchased to yield 3.725 per cent. 
The nearest net yields that appear in the Comprehensive table 
are 3.70 per cent and 3.75 per cent, which require a cost of 104.21 
and 103.50, respectively. The difference of .05 in rate represents 
a difference of .71 in price. The difference of .025 per cent between 
3.70 per cent and 3.725 per cent must therefore cover a difference 
of .352 in price (.05:71 :: .025:352), making the required price 
104.21 - .352, or 103.858. 

A third assumption may be that, with maturity, purchase price, 
and net yield given, it is desired to determine the interest, or 
coupon, rate. Although unusual, such a question might conceiv¬ 
ably arise. A 20-year bond is purchased at $1,035 (103J4) to yield 
3.75 per cent. It is in the 4% Table that 103.50 in the 20-year 
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column appears opposite the 3.75 per cent yield. The coupon rate 
therefore is 4%. 

Yields on callable bonds. Most modem bonds contain pro¬ 
visions whereby they may be redeemed by the issuer after a 

4 4 4 4 

certain date and prior to maturity. The conservative investor will 
remember that the option is with the issuer and redemption will 
be made only when it is to the issuer’s advantage and, conversely, 
probably to the holder’s disadvantage, as when a higher-interest 
issue is called and replaced bv a lower-interest issue. This presents 
a problem in yield calculation. The holder of a redeemable bond 
should always take the most conservative position, that is, use the 
least favorable maturity option when calculating its yield: (1) if 
the bond has been bought at a discount, and is redeemable either 
at par or above, he should assume principal payment at the final 
date of maturity; (2) if the bond has been bought at par but is 
redeemable at a premium, or (3) if it has been bought above par 
but is redeemable at no less a premium, the same assumption 
should be made; (4) if the bond has been bought above par but 
is redeemable at par, the yield is calculated on the basis of the 
nearest call date; (5) if the bond has been bought above par but 
is redeemable at an even greater premium, the net yield should 
be computed at both optional maturity dates and the least favor¬ 
able yield selected. 

Long-term United States Treasury bonds are not callable before 
maturity in the ordinary sense, but have optional maturities, for 
example, the 2Jas of 1967-1972. In choosing the maturity date 
that will provide the lowest yield, the above rules are followed. 
In the case of the example just given, the approximate yield on 
August 24, 1951, at 98-% 2 , was 2.58 per cent computed to the 
last callable date. 

Convertible securities. The conversion ratio is expressed either 
in terms of so much (say, $50) par value of bond or preferred 
stock for each share of common (for example, “convertible at any 
time into common stock at $50 per share”) or in terms of the 
number of shares into which the bond or preferred stock is con¬ 
vertible (for example, “each share of preferred stock is convertible 
until December 31, 1960, into two shares of common stock”). 


1 See pp. 67 and 77 for a description of these securities. 
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The conversion clause, as stated in the bond indenture, or in 
the corporation charter in the case of preferred stock, frequently 
provides for exchanges into a decreasing number of common 
shares at specified intervals. In many cases, a time limit to con¬ 
version is set. Occasionally some cash must be delivered with the 
senior security when it is exchanged for common stock. 

Knowledge of the established conversion price or ratio and the 
prevailing market prices of both the convertible security and the 
common stock is necessary to determine: (1) whether conversion 
of presently owned convertible securities into common stock 
would be feasible; (2) how much the common stock would have 
to rise in order to make conversion feasible if the convertible 
security were bought at its present price; and (3) the influence 
of the conversion feature on the price of the convertible security. 

If an investor had paid 104, for a bond “convertible at $50 per 
share" into common stock presently selling at 45, it is obvious 
that the conversion feature has little or no present value to him, 
and that conversion would be unprofitable, regardless of the 
relative income or yields on the two securities. The value of the 
bond in common stock is only 90. If he wanted the stock, he would 
sell his bond and buy the stock. The "conversion parity” would 
be a value of $52 per share for the stock in this case. Only when 
the stock rose above $52 in market price would conversion by this 
investor be likely to take place. 

If the investor is possibly interested in buying a convertible 
security, selling at 96, that is convertible into common at $50 or in 
the ratio of 20 shares for each $1,000 bond, the common would 
have to sell at above 48 to make conversion attractive. The in¬ 
vestor might be interested in calculating the necessary per cent 
appreciation in the price of the common stock to make conversion 
attractive. In this case it would be 20 per cent if the price of the 
common stock is 40. 

The convertible feature may add considerably to the market 
price of a security. Suppose that the investment value of a bond 
convertible into common at $50 is 100, that is, that it would sell 
at par on its own merits as a bond without the conversion feature. 
But if the common stock is rising rapidly, the price of the bond 
might be bid up. And if the common were to rise to 60, any un¬ 
converted bonds would sell at at least 120. Redemption of the 
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bonds by the corporation at, say, 104 would, of course, force con¬ 
version of any remaining bonds. 

Subscription rights.' When new stock is issued bv a corpora¬ 
tion, it is customary to offer the shares to old stockholders at a 
price below the prevailing market price for the old shares. Rights 
to subscribe are issued to stockholders in the form of negotiable 
warrants which must be exercised on or before a specified ex¬ 
piration date. A stockholder owning 100 shares of old stock would 
receive 100 rights, and if the rate of increase is 25 per cent, four 
rights would be required to purchase one new share at the sub¬ 
scription price. 

The issuance of these rights is usually announced in advance 
of a certain "record date.” All stockholders of record on that date 
are entitled to participate in the new issue. The market price of 
the "old” stock includes the right to participate in the new offering 
until the record date and is therefore said to be “cum rights.” Be¬ 
cause the market price of the old stock after the record date does 
not include the right to participate in the new offering, it has 
proportionately less value and is said to be "ex rights.” As the 
market price of the old stock is the chief determining factor in the 
value of the rights, a slightly different method of calculation is 
required before the record date than thereafter. 

The value of a right on a “when issued basis” before the record 
date is calculated by dividing the difference between the prevail¬ 
ing market price for the old stock and the subscription price for 
] one more than the number of old shares required 
for a subscription to one new share. To illustrate: If new stock is 
being offered to old stockholders in the ratio of one new share 
for four old shares at $30 a share, the value of one right, as calcu¬ 
lated before the record date with the old stock selling at $40 a 
share, would be $2 ($40 - $30 = $10 - 5 = $2). The price of 
the stock would be likely to decline to $38 on an “ex-rights” basis. 

The value of a right as determined after the record date is 
calculated by dividing the difference between the prevailing 
market price for the old stock and the subscription price for the 
new stock by the exact number of old shares required for a sub¬ 
scription to one new share. Using the above example, the value 


* See p. 74. 
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of one right, as calculated after the record date with the old stock 
selling at $38 a share, would be $2.00 ($38 - $30 = $8 -f- 4 = 
$ 2 . 00 ). 

In the event that any dividends are payable prior to the ex¬ 
piration date of the rights, it is necessary to reduce the market 
price of the old stock by the amount of the dividend payment be¬ 
fore calculating the value of the rights, inasmuch as the new stock 
will not be entitled to the dividend payment. 

Stock-purchase option warrants. Certain companies have fol¬ 
lowed the practice of issuing long-term option warrants for the 
purchase of their common stocks at prices specified in the instru¬ 
ment, usually considerably above the market value at the time of 
issue. These warrants have no mathematical value so long as the 
market price remains below the option price; they do, however, 
have a practical value in that they provide a “call” on the stock 
over a long period. Warrants issued by the Colorado Fuel and 
Iron Corporation in 1936 gave the holder the privilege of buying 
common stock at the price of $35 per share until February 1,1950. 
In 1940, these warrants had a market value of $5 each, despite 
the fact that the market value of the stock was only $21 per share. 
In 1937, the market value of the warrants was nearly $25, or 
nearly $8 higher than the indicated mathematical value of $17 
suggested by the prevailing price of $52 on the stock. Even at the 
end of 1949, when the stock was worth only $15, the warrants 
sold for twenty-five cents. The value of these warrants is deter¬ 
mined, not by any mathematical formula, but by the opinion of 
speculators as to the future value of the stock with which they 
may be purchased. 



CHAPTER 18 


TAXATION OF INVESTMENTS 


Scope. The purpose of this chapter is to discuss the degree to 
which investments and investment income are subject to taxation 
and the influence of taxation on investment policy. The emphasis 
is on income from securities, but other types of investments are 
not overlooked. The order of discussion is: (1) taxes on securities, 
(2) Federal personal income taxes, (3) capital gains and losses, 
(4) Federal personal income taxes on dividends, (5) corporate 
income taxes, (6) state income taxes, (7) Federal estate taxes, 
(8) Federal gift taxes, (9) state estate and inheritance taxes, 
(10) property taxes, (11) transfer taxes, and (12) taxation of in¬ 
surance and annuities. 

Faxes on securities. The investor is constantly confronted with 
a wide variety of tax levies that must be carefully considered in 
the determination of investment policy. The Federal Government 
imposes income, gift, and estate taxes; the state governments 
impose income, estate, and property taxes; and the local county 
and municipal bodies impose property taxes. Furthermore, foreign 
securities of internal issue are subject to taxes imposed by foreign 
governments. The incidence of these taxes does not apply uni¬ 
formly to all securities, or to all investors, or in all localities. The 
problem of taxation varies with the position of the individual in¬ 
vestor with regard to the nature of his income, the size of his 
estate, the place of his residence, the number of his dependents, 
and the location of his commitments. 

The term tax exempt , frequently used in connection with se¬ 
curities, has a meaning much more restricted than might at first 
appear. It usually refers only to income taxes and generally to 
Federal income taxes. The bonds of the municipality of Boston 
Massachusetts, are known as tax-exempt issues. If these bonds arc- 
owned by an investor in Albany, New York, no Federal tax is 

289 



290 TAXATION OF INVESTMENTS 

imposed upon the interest income, but the New York State income 
tax applies, as well as the Federal and New York State estate 
taxes in the event of the death of the holder. Tax exemption, 
therefore, applies primarily to income taxes and not to estate, 
gift, and property taxes. 

The tax position of the investor is complicated by overlapping 
taxes. The income available for dividend payments by a corpora¬ 
tion is substantially reduced by corporate income taxes, which for 
the calendar year 1952 were imposed at rates as high as 52 per 
cent, plus possible excess proBts taxes. The dividend income of 
the stockholder is further reduced by personal income taxes, 
which for the calendar year 1952 were imposed at rates as high as 
92 per cent. The estates of investors are subject to taxation by both 
the Federal and state governments (at rates as high as 77 per 
cent in 1952). Profits from the sale of securities are regarded as 
additions to income for tax purposes without an equivalent pro¬ 
vision for losses arising from the same source. Corporate property 
is subject to property taxes in areas where located, and securities 
representing the ownership of the corporate property are fre¬ 
quently subject to similar taxes in the areas where the investors 
reside. 

Federal personal income taxes. Income taxes levied by the Fed¬ 
eral Government comprise the heaviest tax burden which in¬ 
vestors carry. The Revenue Act of 1951, approved October 20, 
1951, imposed a Federal personal income tax applying to the 
calendar year 1952 computed (unless a special tax table for in¬ 
comes up to $5,000 is used) at 22.2 per cent (3 per cent normal 
plus 19.2 per cent surtax) on the first $2,000 of taxed net income 
(after deductions and personal exemptions) and rising by gradu¬ 
ated brackets to 92 per cent on taxed net income in excess of 
$200,000. The combined normal and surtax could not, however, 
exceed 88 per cent of total taxed net income. 

Under current tax laws, the residents of all states can enjoy the 
advantages of a division of community property that brings the 
rates on total income of married persons down to lower brackets. 
Using the rates applicable to the calendar year 1952 that were 
established by the Revenue Act of 1951, an investor with a gross 
income of $18,000, with a wife and two children, would calculate 
his tax as follows (assuming a joint return): 
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Gross income . $18,000 

Deductions (standard deductions assumed) . 1,000 

Net income after deductions. $17,000 

Exemptions ($600 for each spouse and dependent) .. 2,400 

Income after exemptions. $14,600 

One-half of above. $ 7,300 

One-half tax. $ 1,958 

Total tax ($1,958 X 2). $ 3,916 


The total Federal income tax of $3,916 is 23 per cent of the net 
income after deductions. The tax rate on the highest income 
bracket in this case is 34 per cent, which is the lowest effective 
rate with respect to anv new investment income of the taxpayer. 

In the calendar year 1952 and following years, unmarried 
heads-of-households are taxable at special rates which give them 
about one-half the tax savings enjoyed bv married persons. 

A study of the prevailing rates indicates that the tax levy in¬ 
creases rapidly with the size of the annual income. Investors of 
limited means pay less than one-tenth of their incomes as taxes, 
whereas wealthy investors are compelled to pay over one-half. 
T° t,lc laNer group, securities that are exempt from Federal in¬ 
come taxes naturally make a strong appeal. Such securities may 
be divided into three classes-namely, (1) free from both normal 
and surtax, (2) exempt from the normal tax, (3) exempt from 
part of the normal tax under indenture covenants. 

Securities whose income is fully exempt include the following 
issues: ° 

1. United States Government obligations: 

a. 3 per cent Panama Canal bonds, due in 1961. 

b. 2'A per cent Postal Savings bonds. 

c. Treasury bonds and United States Savings bonds, issued 
before March 1, 1941, up to a maximum of $5,000 prin¬ 
cipal amount. 

2. United States Territorial bonds. 

3. Bonds of Federal Land Banks, Federal Intermediate Credit 
Hanks, and Joint Stock Land Banks, issued before March 1 
1941. 

4. Bonds of States and political subdivisions (municipals) of 
domestic issue. 
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Securities whose income is exempt from the normal tax but 
subject to the surtax comprise principally the United States Gov¬ 
ernment bonds (over $5,000 principal) and bonds of instrumen¬ 
talities issued previous to March 1, 1941. Exemption from the 
normal tax is of very little value under present tax rates. 

The income from all obligations of the United States and its 
instrumentalities issued after March 31, 1941, is fully taxable. 

Securities that bear “tax-free” covenants are those upon which 
the issuing corporation pays part of the state or Federal income 
tax imposed upon the holder. As the amount paid by the corpora¬ 
tion is usually “up to 2 per cent," the advantage to the holder is 
almost insignificant. The Federal laws do not recognize such 
covenants for obligations issued since 1934. 

It should be carefully noted that income taxes are charged 
against the income received and not against the principal of the 
investment. An investor subject to a tax rate of 30 per cent pays 
a $9 tax on the $30 received annually from a 3 per cent bond, 
which payment reduces his income to $21. Obviously, the pur¬ 
chase of a tax-exempt 2.10 per cent bond at par will produce the 
same net return to that individual as a taxable 3 per cent bond at 
par. In like manner, the purchase of a tax-exempt 2 per cent 
municipal bond at par will afford the same return as a taxable 
4 per cent corporate bond at par to the investor who is required 
to pay a tax rate of 50 per cent. 

Investment policy with respect to Federal income taxes under 
existing levies is determined by the size of the annual personal net 
income. As the total tax rate is small to investors of limited means, 
such investors will find it profitable to buy taxable securities 
and to pay the tax. Investors with very substantial incomes may 
find the purchase of tax-exempt securities more advantageous. 
As shown in the accompanying table, an investor with a taxable 
income of $45,000 annually would have to receive a yield of 12.00 
per cent on a taxable bond to have it equal a yield of 3.00 per cent 
on a tax-free bond. 

The effective tax rate to an investor is that applicable to his 
highest income bracket, inasmuch as income from investments is 
reported in addition to regular income from other sources. An 
investor with a taxable income of $60,000 (married and filing a 
joint return) pays at the rate of 67 per cent in his highest bracket, 
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EQUIVALENT YIELDS ON TAX-FREE AND TAXABLE SECURITIES 
(Under Revenue Act of 1951) 0 


Tax-free Yields 

1.50% 

2.00% 

Esa 

3.0% 

Individuals (including Federal normal 





and surtax, hut excluding state income 



— B 


taxes): 






Selected Taxable Income 

Bracket 





Brackets 

Rates 





S 8,000- 10,000 . 

38% 

2.42% 

3.23% 


4.84% 

18,000- 20,000 . 

59 

3.66 

4.88 

itnfl 1 

7.32 

26.0(H)- 32,000 . 

67 

4.55 

6.06 

7.58 

9.09 

44,000- 50.000 . 

75 

6.00 

8(H) 

10.00 

12.00 

80.000- 00,000 . 

85 

10.00 

13.33 

16.67 

20.00 

100.000- I50.(KH). 

90 

15.00 

20.00 

25.(H) 

30.00 

Over $200,000 . 

92 

18.75 

25.00 

31.25 

37.50 

Corporations (on income over 






$25,000) . 

52% 

3.13% 

4.17% 

5.21% 

6.25% 


• Usin* rates applicable to the calendar year 1952. On a joint return filed by husband and 
wife, the taxable income would be divided by two to determine the applicable taxable income 
bracket. 


which may contain most of his income from investments and 
which will apply to any new investment income. Hence, he must 
receive 6.06 per cent from a taxable bond in order to have 2.00 
per cent remaining after paying the 67 per cent tax. 

It is apparent from the above that the appeal of tax-exempt 
bonds, notably the municipals, is very strong for the investor in 
the higher tax brackets, and this appeal is reflected in the yields at 
which such bonds sell in the open market. The yields on various 
Standard & Poor's bond groups, at the high and low for 1950, were 
as follows: 1 


Corporate ImiikIs (composite): 

AI+ . 

BI+ . 

Railroad Bonds: 

A1+ . 

BI+ . 

B . 


1950 


lliah 

Iahv 

2.65% 

2,54% 

3,30 

3.15 


2.72 

2.62 

4.02 

3.48 

6.74 

5.36 


• Standard & Poor's Corporation, The Outlook. August 27. 1951. p. 659. 
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Industrial bonds: 

A14* . 

B1 + . 

Utility bonds: 

A1+ . 

B1+ . 

U. S. Government, long-term, taxable 
Municipals . 


1950 

H ig/i Low 

2.55 2.41 

2.93 2.83 


2.68 2.58 
3.13 3.03 
2.42 2.15 
2.12 1.72 


It is apparent from the above that, to obtain a tax-free yield 
on corporation bonds equal to that on municipals, the investor 
in the upper brackets would have to take very considerable risk. 
At the high yield (low price) for 1950 he could get a return of 
2.12 per cent on municipals. If he were to purchase a taxable 
railroad bond, and the income from such a bond fell into the 50 
per cent bracket, such a bond could have only mediocre quality, 
with attendant higher risk. 

The lower yield on municipals than on taxable long-term 
United States obligations is, of course, explained by the tax-free 
character of the former, not by their higher investment status. 

Capital gains and losses. The fact that under existing Federal 
tax laws capital gains receive special treatment is of considerable 
interest to many investors in the upper brackets. Profits and losses 
on the sale or exchange of capital assets held for more than six 
months are classed as long-term capital gains and losses, while 
profits and losses on the sale or exchange of capital assets held 
for not more than six months are classed as short-term capital 
gain and losses. Under the Revenue Act of 1951, in taxable years 
beginning on or after October 20, 1951, 100 per cent of long-term 
and short-term gains and losses are taken into account. First, long¬ 
term losses are applied against long-term gains, and short-term 
losses are applied against short-term gains. The resulting net long¬ 
term and net short-term gains and losses are taken together to 
compute the net gain or the net loss. Any net loss is deductible 
against ordinary income not to exceed $1,000, with a five-year 
carry-over of any balance. 

If net long-term gain exceeds net short-term loss, 50 per cent 
of the excess may be deducted from gross income. The investor 
may apply an alternative formula for computing his tax whereby 
the maximum tax payable on the excess of net long-term gain 
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over net short-term loss is 26 per cent. The possible advantage of 
this arrangement is evident when it is recalled that ordinary in¬ 
come can he taxed as high as 92 per cent (or 88 per cent on total 
net income). 

If net long-term loss exceeds net short-term gain, the excess 
is allowable in full. However, like all capital losses, it is only de¬ 
ductible up to $1,000 in the taxable year, with a five-year carry¬ 
over of any balance. 

The limitation on the tax on capital gains provides a special 
impetus to investors in the higher tax brackets to seek apprecia¬ 
tion rather than regular income, and may thus dominate the selec¬ 
tion of securities and the composition of the portfolio. The timing 
of the purchases and sales of securities is also affected by this 
special influence. 

Such matters as timing of purchase and sales, offsetting gains 
and losses, and using the carry-over provisions to take full ad¬ 
vantage of the special treatment of capital gains and losses are of 
interest to many investors, and information on such topics is avail¬ 
able from security dealers and brokers and from the tax services 
and tax consultants. 

Federal personal income taxes on dividends. Whereas formerly 
cash and property dividends were subject only to surtax, today 
they are fully taxed (with certain exceptions noted below) as 
income. The corporation also pays a tax on the net income from 
which the dividends are derived, and the result is, of course, 
double taxation on such income. 

Stock dividends are subject to special treatment. Those-such 
as a dividend on common stock in the form of common stock- 
that do not change the status of the stockholder but merely divide 
Ins present interest into a larger number of shares, are not taxed. 
Where stock dividends are sold, a capital gain or loss may be 
established that is reported for tax purposes. The same is true of 
gain or loss on the sale of stock rights. 

The heavy shrinkage in corporate net income after it has passed 
through the corporate tax and the personal tax on dividends is a 
matter of concern to many investors, and induces some to con¬ 
centrate on tax-free securities-not only because they want to 
obtain a satisfactory tax-free yield, but because they feel that the 
final net after taxes may not be an adequate compensation for the 
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risks involved. To this factor is attributed in part the lethargy of 
equity or risk capital that has been a matter of great concern in 
the post-World War II period. 

Dividends from some sources are in fact a combination of in¬ 
come and return of capital, or income and capital gain. Dividends 
that represent partial liquidation, such as those reflecting recog¬ 
nized depletion, are not taxable. Dividends representing capital 
gain, such as those distributed by an investment company from 
realized profit on sale of securities, are treated as capital gain for 
tax purposes. 2 3 Corporations paying dividends representing liq¬ 
uidation or capital gains give the stockholder precise information 
as to the portion of his check that should be excluded from ordi- 
nary income for tax purposes. 

Corporate income taxes. The investor is, of course, very con¬ 
siderably affected by the burden of corporate income taxes that 
reduces his earnings and dividends. Under the Revenue Act of 
1951, the ordinary corporation is subject to the following rates (on 
income for taxable years beginning after March 31, 1951): 


On all normal-tax net income *. 30* 

On surtax net income over $25,000 . 22% 


High corporate tax rates, followed by even higher rates on 
dividends as personal income, provide a strong motive for the 
retention rather than the distribution of profits. To prevent undue 
retention, a surtax on the improper accumulation of surplus of 
from 27.5 per cent to 38.5 per cent of the amount of net income 
retained is imposed by the Internal Revenue Code. Corporations 
that distribute only a portion of their earnings must be able to 
show that the funds have been put to active use or are needed 
for future purposes. 

The above discussion refers to ordinary corporations. Certain 
types of corporations, including personal holding companies, 
mutual savings banks, and insurance companies, are subject to 
special rates or provisions. Investment companies may obtain 
tax exemption by electing to comply with the provisions of the 
Investment Companies Act of 1940 and the Internal Revenue 

2 See p. 579. 

3 Normal-tax net income is gross income less deductions and credits. For practi¬ 
cal purposes, surtax net income is the same plus interest on United States obliga¬ 
tions exempt from normal tax. 
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Code that qualify them as “regulated investment companies,” in¬ 
cluding the important requirement that they distribute in divi¬ 
dends at least 90 per cent of each year’s net investment income. 
The amount retained is taxed at corporate rates.* 

State income taxes. Some 35 states now levy personal income 
taxes in addition to those imposed by the Federal Government. 
The personal exemption limits differ somewhat from those per¬ 
mitted by the Federal returns, and the rates, while graduated, 
run much lower. Thus, California (1951) allows certain deduc¬ 
tions for contributions, taxes, interest, and so forth (or a standard 
deduction of 6'? of adjusted gross income, but not over $300) 
plus these exemptions: $2,000 for a single person, $3,500 for 
married persons or heads-of-familv, $400 for each dependent, and 
$500 for a blind person. The rates on taxable net income graduate 
from one per cent on the first $5,000 to 6 per cent on net income 
over $25,000. The state income tax is deductible in computing 
the Federal income tax. Nevertheless, state and higher Federal 
rates in the upper brackets combine to impose a very substantial 
levy on investment income. Some relief is found in community- 
property states through the splitting of income (and exemptions) 
to bring the respective portions of a joint state return into the 
lower brackets. 

The extent to which the interest on bonds of states and their 
political subdivisions is subject to state income taxation is dis¬ 
cussed in Chapter 21. 

Federal estate taxes. Estate taxes are imposed by Federal and 
state authorities. I he Federal estate tax is based on the right of 
the Federal Government to tax the transfer of property, not the 
property itself. As indicated below, the estate tax is levied against 
the entire estate rather than on the individual inheritances of the 
beneficiaries. 

The Federal estate tax levy follows the general graduated pat¬ 
tern of the Federal income tax. All estates, above certain exemp¬ 
tions, are subject to a graduated tax, increasing in rate with the 
size of the estate. Under legislation applying in 1952 and subse¬ 
quent years, the net taxable estate is determined by reducing the 
gross estate by administration expenses, debts, and other deduc- 

* Sec p. 579. 
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tions including a marital deduction not in excess of 50 per cent of 
the value of non-community property, for property passing from 
deceased to surviving spouse, and a specific exemption of $60,000. 
The first $5,000 of the net estate is taxed at 3 per cent and the 
next $5,000 at 7 per cent, the rate continuing to advance to a 
maximum of 77 per cent on that part of the net estate in excess 
of $10,000,000. The ultimate tax is the sum thus computed less a 
credit equal to 80 per cent of a special “gross basic estate tax” 
or the amount of state inheritance taxes paid, whichever is the 
smaller. 

No securities are exempt. The payment of a tax may not be 
avoided through outright lifetime gifts, as is shown in the sub¬ 
sequent paragraph. 

Federal gift taxes. In an endeavor to prevent avoidance of the 
Federal estate tax through lifetime gifts, a graduated tax is placed 
upon all gifts after a lifetime exemption of $30,000 plus $3,000 
to any person in any year. The gift tax rates are uniformly three- 
fourths of the corresponding estate tax rates. They range from 
21a per cent on the first $5,000 after exemptions to a maximum of 
573* per cent on amounts in excess of $10,000,000. 

State estate and inheritance taxes. With the exception of 
Nevada, all states in the United States now impose either estate 
or inheritance taxes in addition to those imposed by the Federal 
Government. 

The estate tax is levied directly against the net estate as an 
entirety, generally on a graduated scale. Such a tax is used alone 
by 10 states, including New York. The inheritance or successor 
tax is measured on the individual shares of the beneficiaries after 
the net estate has been divided. Thirty-seven states and the Dis¬ 
trict of Columbia levy this type of tax. In 33 of these states and 
the District of Columbia, in addition to the inheritance tax, an 
estate tax is also levied for the purpose of absorbing the 80 per 
cent credit under the Federal Statute. Nevada alone has neither 
type of tax. 

The immediate thought that Nevada might afford favorable 
residence opportunity is refuted by the policy of the Federal 
Government in allowing the states to collect a substantial part of 
the estate taxes. The aggregate tax on Nevada and New York 
estates of equal size is the same, the technical difference being 
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that all of the tax on the Nevada estate is paid to the Federal 
Government, whereas a large part of the tax on the New York 
estate is paid to the New York State Government. 

Prior to 1925, the tendency on the part of state governments to 
impose inheritance taxes upon the transfer of securities of local 
companies, left in the estates of nonresident decedents, greatly 
complicated the work of executors. Since that time, however, the 
enactment of reciprocal legislation bv many states leaves only a 
few in which this problem still exists, none of which is of out¬ 
standing corporate importance. 

Although the tendency on the part of the state governments 
is to take full advantage of the Federal credit by making the state 
tax 80 per cent of the Federal tax, the effect is more applicable to 
large estates. Generally speaking, the state governments set a 
smaller exemption figure and thereby tax many estates which are 
not subject to the Federal tax. Under the New York law in effect 
in 1951, estates under $2,000 are not taxed. Exemption amounts 
to $20,000 for widow or husband and $5,000 for each relative as 
legally specified. Rates are graduated up to 20 per cent on 
amounts over $10,100,000. 

Some 12 states now have gift taxes patterned after the Federal 
legislation. 

Investment significance of estate and inheritance taxes. The 
imposition of heavy Federal and state taxes of the estate or in¬ 
heritance type proves a special problem for investors of large 
means that have been able, in spite of high income taxes, to ac¬ 
cumulate a substantial estate. A very substantial portion of the 
estate must be held in cash or highly marketable securities lest 
the sudden need for cash for the payment of levies coincide with 
a period of depressed security prices. Or, where the estate con¬ 
sists of assets that are not readily marketable, special insurance is 
often taken to provide such tax funds and preserve the estate 
proper for the heirs. 

Property taxes. Taxes on real and personal, tangible and in¬ 
tangible properties are imposed by state and municipal govern¬ 
ments. Investors are especially interested in those taxes that apply 
against securities which are generally regarded as personal in¬ 
tangible property. Some states impose taxes specifically against 
security holdings, as, for example, the Pennsylvania tax of four- 
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tenths of 1 per cent annually (the four mills tax) on the value of 
securities held by residents of that state. The more general prac¬ 
tice is to impose on intangible personal property such as securities 
the same tax rate as that levied on tangible real property such as 
land and buildings. The levy and collection of taxes on personal 
property of either a tangible or an intangible nature are much 
more difficult than in the case of real property. In New York City, 
for example, personal property tax revenues were so small as 
to cause the abolition of this tax in 1933. It would appear that the 
significance of such taxes to the investor depends upon the serious¬ 
ness with which they are regarded in the community in which he 
is a resident. It is interesting to observe that the location of the 
issuer of the securities and the domicile of the security instru¬ 
ments are factors to be considered, in addition to the place of 
residence of the owner, in the assessment of these taxes. 

Despite the fact that some states endeavor to impose property 
(as well as income and estate) taxes on securities held within 
those states for the account of nonresidents, the general practice 
is to the contrary. The Constitution of New York State guarantees 
that the state will not impose any property, income, or estate tax 
on any securities held within the state for nonresidents of the 
state, in safe-deposit boxes or in safe-keeping, custodian, or trust 
accounts. 

Transfer taxes on securities. 5 Transfer taxes on many transac¬ 
tions in securities are now imposed bv the Federal Government 
as well as by certain state governments. The Federal transfer tax 
on the sale of stock in 1952 was six cents per share for each $100 
of par value or for each no-par share if the price was $20 per 
share or more, and was five cents per share if less than $20. The 
Federal transfer tax on the sale of bonds, other than domestic 
public issues, was five cents per $100 of face value, or fifty cents 
per $1,000 bond. 

The New York State transfer tax applied only on sales of stock 
and in 1952 was four cents per share on stock selling at or over 
$20, three cents per share on stock selling between $10 and $20, 
two cents on stock selling between $5 and $10, and one cent on 
stock selling at less than $5. 


a See p. 268. 
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Taxation of insurance proceeds, annuities, and pensions. The 
proceeds from life insurance policies received by a beneficiary or 
bv the insured when “cashed” are subject to special tax treatment. 
In general, such proceeds are not taxed as income, with the ex¬ 
ception of payments representing interest on proceeds left on 
deposit. When a policy is surrendered for cash payment of its 
paid-up value, or when an endowment policy matures, the excess 
received over net premiums that have been paid is taxed as ordi¬ 
nary income. 

When annuity payments are received, only 3 per cent of the 
cost of the policy, whether the cost has been paid in a lump sum 
or in regular premiums, is included in taxable income each year. 
The remaining 97 per cent is excluded. When the aggregate 
amounts excluded from income equal the original cost, all later 
payments must be included in taxable income. 

The growing importance of pensions suggests that growing 
numbers of persons will beeome interested in the tax status of 
such retirement income. It is suggested that special advice be ob¬ 
tained concerning the tax situation in individual cases, as the tax 
status of pensions is complex and difficult to summarize. 
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CHAPTER 19 


UNITED STATES GOVERNMENT 
SECURITIES 


Scope. The purpose of this chapter is to discuss the investment 
characteristics of the obligations of the Federal Government and 
its agencies and to explain the predominating position that they 
have attained in the investment field. The order of discussion is: 
(1) recent history of the Federal debt, (2) Federal debt in 1951, 
(3) types of Federal debt, (4) Federal instrumentalities, (5) ter¬ 
ritorial bonds, (6) investment tests—ability to pay and willing¬ 
ness to pay, (7) other criteria, (8) tax position, (9) price and 
yield record, (10) market for government bonds. 

Something of the importance of Federal debt is indicated by 
the fact that the amount outstanding at the beginning of 1951 
totalled $257 billions and represented about 92 per cent of the 
total public debt (Federal, state, and local) at that time. Federal 
obligations comprised about 38 per cent of the assets of American 
commercial banks and 21 per cent of the assets of life insurance 
companies. Over $87 billions was held by business corporations 
and individuals. 

Short history of the Federal debt. At the beginning of the 
present century, the total interest-bearing debt of the Federal 
Government amounted to slightly over $1 billion ($16 per capita) 
with an annual interest charge of $33.5 millions. As of June, 1951, 
the comparable figures were $253 billions (nearly $1,700 per 
capita) with interest of $5.6 billions. How did the Federal debt 
grow to such astronomical size, and what types of issues appeared 
during the half-century? 

In 1900 all Federal bonds were uniformly the direct obligations 
of the Government and had been issued for the general purposes 
of the Treasury Department. During the first decade of the cen¬ 
tury, total debt was reduced to $913 millions. In addition to 
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general financing, several issues of Panama Canal Bonds, one of 
which is still outstanding, were made as direct obligations for the 
purpose of financing the construction of the interocean waterway 
in Panama. 

During the second decade, war financing increased Federal 
interest-bearing debt to a peak of $25.2 billions in 1919, with 
annual interest of $1.1 billions. The main components of the debt 
by 1920 were the so-called Liberty and Victory Loan bonds- 
general Treasury issues, all of which have now been retired-and 
the shorter-term Treasury notes and certificates. In addition, two 
new types appeared on the scene: (1) the Postal Savings bonds, 
which are no longer sold but which were used to enable depositors 
in the Postal Savings System to invest more then the maximum 
of $2,500 permitted in a savings account; (2) Federal Land Bank 
and Joint Stock Land Bank bonds, which were issued under the 
provisions of the Farm Loan Act of 1916 as instrumentalities 
rather than obligations of the Federal Government. 

Dining the prosperous 1920s, almost $10 billions were pared 
from the Federal debt, which totaled $15.9 billions in 1930 with 
annual interest charges of $660 millions. Treasury bonds, issued 
primarily for the purpose of refunding higher-interest war loan 
bonds, were prominent in this period. Shorter-term obligations 
were also used extensively. 

The decade of the 1930’s produced a great increase in Federal 
debt resulting from the deficits incurred during that period. In 
1940 interest-bearing debt reached the unprecedented figure of 
$42.4 billions, an amount regarded by many at the time as about 
the maximum that could be supported (the legal debt limit was 
set by Congress at $45 billions in 1941). However, interest rates 
on the debt were maintained at a low level, so that the annual 
interest charges in 1940 amounted to only $1 billion, the same as 
on the $24 billion debt of 1920. Decline in the demand for funds 
on the part of business, the use of banks as the main buyers of 
Federal obligations, and heavy emphasis on short maturities are 
the chief explanations for the phenomena of increasing debt and 
decreasing interest rates. 

During the 1930’s, a variety of issues of Federal agencies and 
instrumentalities appeared on the scene. Institutions known as 
the Federal Home Loan banks, patterned somewhat after the 
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Federal Farm Loan banks, were created in 1931 with authority 
to issue similar types of so-called instrumentalities. In 1932, the 
Home Owners' Loan Corporation was created under Federal 
auspices with authority to issue bonds guaranteed by the Federal 
Government in exchange for home mortgages in default at that 
time. In the same year, the Federal Farm Mortgage Corporation 
was established with similar authority to issue guaranteed bonds 
in exchange for farm mortgages in default. The Reconstruction 
Finance Corporation was also established in 1932 with power to 
issue obligations backed by the guarantee of the Federal Govern¬ 
ment for the purpose of making loans to business organizations 
in need of financial assistance. Subsequently, the Commodity 
Credit Corporation, the Federal Housing Administration, and the 
United States Housing Authority were created with power to 
make loans bearing Federal Government guarantees. As of 1950, 
the only fully guaranteed issues out were those of the Commodity 
Credit Corporation and the Federal Housing Administration. In 
1935, United States Savings bonds were authorized, to be sold 
directly to investors, primarily through the post offices, in limited 
amounts on a discount basis. In addition to these new issues which 
have been sold to the public, several additional special types were 
created for internal fiscal purposes, such as the unemployment 
insurance and old-age retirement trust funds authorized under 
the Social Security Act of 1935. 

World War II produced an astronomical increase in debt re¬ 
sulting from the tremendous Federal deficits of the war and 
immediate post-War periods. The peak of $278 billions in interest- 
bearing debt (including guaranteed obligations) was reached in 
February, 1946 with annual interest charges of $5.4 billions. 1 This 
tremendous total was composed of all types of obligations-mar- 
ketable Treasury bonds, notes, certificates of indebtedness, and 
bills; non-marketable issues including Savings bonds and Savings 
notes; and a variety of special issues for special fiscal funds. Again 
the generally low rates of interest in the capital market, the sale 
of non-marketable issues to banks and individuals, and emphasis 
on short maturities, together with fiscal control of money rates 


1 To legalize the great growth in debt. Congress raised the debt limit to $65 

l K 2 ? 1 bilIio,,s ,! ) n ,i 942> 10 S2 , 10 mions in i943 * miL 

in 1944. and to $300 billions in 194o ; it was subsequently reduced to $275 billions. 
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kept the interest charges low in relation to the principal. 

The fiscal year ending June 30,1947, saw the first Federal sur¬ 
plus after 16 consecutive years of deficits. By June, 1948, interest- 
bearing debt had been reduced to $250 billions. But as of June, 
1950, the figure was $255 biUions-the result of deficits in the 
Federal budget in 1949 and 1950. By June, 1951, the figure had 
been reduced to $253 billions, reflecting the surplus in the fiscal 
year ended on that date. However, an increase was in prospect 
for the fiscal year 1952. 

The Federal debt structure in 1951. As of June 30, 1951, the 
statement of the public debt of the United States Government 
read as follows: 


THE NATIONAL DEBT OF THE UNITED STATES, June 30, 1951 

(in millions of dollars) 

I. Direct debt 


A. Public issues 

1. Marketable issues 

Treasury bills. 

Certificates of indebtedness. 

Treasury notes. 

Treasury bonds .’ 

Other bonds. 

(Panama Canal 3's of 1911) 

(Postal Savings 2)*'s) 

Total marketable. 

2. Non-marketable issues 

United States Savings bonds. 

(at current redemption value) 

Treasury savings notes. 

Treasury bonds, investment series. 

Depository bonds. 

Armed Forces Terminal Leave bonds. 

Total non-marketable . 

B. Special issues . 

Total interest-bearing direct debt . 

C. Matured debt on which interest has ceased. 

Debt bearing no interest. 

Total direct debt. 

II. Guaranteed debt 

Commodity Credit Corp. 

Federal Housing Admin. 


$ 13,614 
9,509 
35,806 
78,832 
156 


$137,917 
$ 57,572 

7,818 
14,526 
318 
_47 

$ 80,281 

$ 34,654 

$252,852 

$ 512 

1,858 

$255,222 


29 


Total direct and guaranteed debt 


$255,251 


Source: Treasury Bulletin, Augusi, 1951. 
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Description of major types of debt. 

Treasury bills. These obligations are offered for competitive 
bidding through the Federal Reserve Banks at such rates as to 
reflect the condition of the short-term money market at the time 
of offering, together with Federal Reserve policy.* They are is¬ 
sued on a discount basis, generally with a maturity of between 
90 and 92 days. Interest is fully taxable. They are payable to 
bearer, and denominations range from $1,000 to $1,000,000. Fed¬ 
eral Reserve and commercial banks are the chief market; indi¬ 
viduals and corporations find in them a liquid investment for 
short-term funds. In June, 1951, yields on representative new 
issues were 1.5 per cent. 

Certificates of indebtedness are bearer instruments issued with 
a maturity of one year or less and cam' one coupon providing for 
payment of interest and principal at maturity. Interest is fully 
taxable. Denominations range from $1,000 to $1,000,000. Banks 
are the chief buyers, and corporations and individuals likewise 
find in them a liquid investment. In June, 1951, there was one 
issue outstanding bearing interest at 1% per cent. 

7 re usury notes are coupon instruments issued with a maturity 
of from one to five years. Interest is fully taxable. Denominations 
range from $1,000 to $1,000,000. Like certificates, notes are owned 
chiefly by commercial banks. In June, 1951, issues bearing VA to 
1* P cr cenl int <*est were outstanding, on which the yields ranged 
up to 2.0 per cent, depending on maturity. 

Treasury bonds are issued with maturities of five years or 
longer. They fall into two main classes: issues eligible for purchase 
bv all investors, including banks, and bank-restricted issues, which 
arc generally ineligible for purchase by commercial banks. All 
I reasury bonds are available in registered as well as coupon form. 
Denominations range from $50 to $1,000,000 and a wide range of 
maturities is available. In June, 1951, issues bearing coupons of 
from 2 to 3 per cent were outstanding, bearing yields increasing 
with maturity. 1 he yield on the longest maturity, due 1967-1972, 
was 2.67 per cent. Treasury bonds offered since March 1, 1941, 


J Karly in World War II, the yield on Treasury bills was pegged at £ per cent 
and that on certificates maturing in one year at S per cent. In 1947 the federal 
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are fully subject to taxes. The market is wide-comprising indi¬ 
viduals, corporations, and financial institutions (see below). 

Other marketable bonds. The Panama Canal and Postal Savings 
bonds are wholly tax-exempt. The bulk of them is owned by in¬ 
dividuals. 

United States Savings Bonds. Three different classes of Savings 
Bonds are available to investors. These bonds are non-transferable 
and hence non-marketable. Their redemption prices are so ar¬ 
ranged as to provide yields at substantially lower rates than are 
obtainable if the bonds are held to maturity. At the end of June, 
1951, $57.6 billions were outstanding. 

(1) The Series E Savings Bonds are a 10-year obligation, avail¬ 
able to individual buyer only, in yearly amounts of not more than 
$10,000 face value. As explained in detail in Chapter 4, these 
bonds are sold on a discount basis at 75 per cent of maturity 
value (equal to a yield of 2.90 per cent if held to maturity). The 
Series E bonds are non-transferable and are redeemable at any 
time (after the first 60 days of issue) at values stated on the bonds. 

(2) The Series F Savings Bonds are a 12-year obligation, avail¬ 
able to all buyers (except banks) in yearly amounts of not more 
than $100,000 face value (including Series G bonds). These bonds 
are sold on a discount basis at 74 per cent of maturity value 
(equal to a yield of 2.53 per cent if held to maturity). The Series 
F bonds are redeemable on 30 days’ notice (after the first six 
months of issue) at values stated on the bonds. 

(3) The Series G Savings Bonds are a 12-year obligation, avail¬ 
able to all buyers (except banks) in yearly amounts of not more 
than $100,000 face value (including Series F bonds). These bonds 
are sold at face value and bear interest at the rate of 2.50 per cent. 
The Series G bonds are likewise redeemable on 30 days’ notice 
(after the first six months of issue) at values stated on the bonds. 

Further details concerning Savings Bonds and a discussion of 
their investment characteristics are found in Chapter 4. 

Treasury savings notes. The Series C and D notes now out¬ 
standing are non-transferable three-year obligations. Interest ac¬ 
crues at rates beginning at $5 and $8 per month, respectively, and 
increasing to $11 and $14 per month, providing a yield ranging 
from .60 to .98 per cent, if turned in for tax payment during the 
first 6 months, to 1.07 and 1.40 per cent, respectively, if held to 
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maturity. These notes are non-transferable and are used chiefly 
for the payment of taxes. 

Special issues. These are issued bv the Treasury directly to 
various Government agencies and trust funds and may be re¬ 
deemed whenever such accounts need funds. 

Guaranteed debt. In 1951 the only outstanding issues of Fed¬ 
eral agencies fully guaranteed as to principal and interest by the 
United States Government were those of the Commodity Credit 
Corporation and the Federal Housing Administration. All out¬ 
standing debt of other agencies, such as the Federal Farm Mort¬ 
gage Corporation, the Reconstruction Finance Corporation, and 
the Home Owners Loan Corporation, had been retired. 

Bonds of these agencies arc secured by claims against revenue- 
producing assets. But the fact that they are fully guaranteed bv 
the Federal Government gives them an investment status equal 
to that of the direct obligations. The tax status of guaranteed 
issues has been discussed in Chapter 18. At the peak in 1941, 
guaranteed bonds of agencies were outstanding in excess of $6 
' * < ve since been retired, except for a relatively 

small sum. 

Federal instrumentalities. The bonds issued by certain Gov¬ 
ernment corporations have been termed instrumentalities of the 
Federal Government rather than obligations. Buyers of these 
instruments must look to the issuing institution for the safety of 
their investments, although the Government may be said to have 
at least a moral obligation for their payment. Bonds of three such 
corporations are now outstanding. 

The 12 Federal Intermediate Credit Banks are government- 
owned corporations created in 1923 to rediscount paper of and 
make loans to production credit and co-operative associations, 
Non-callable Consolidated Debentures are issued as the joint and 
several obligations of the 12 banks; these debentures are fullv 

subject to Federal taxation. Their chief market is commercial 
banks. 

The Farm Loan Banks were created under the provisions of the 
I'arm Loan Act of 1916, which was enacted for the purpose of 
supplying long-term credit to farm owners. Two tvpes of lendine 
institutions were authorized: Federal Land Banks and Joint Stock 
Land Banks. In either case, an eligible loan must represent a 
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first mortgage on unencumbered farm property in an amount not 
exceeding 65 per cent of the appraised normal value, repayable 
in installments over a period of between 5 and 40 years. These 
mortgage loans become the collateral security for bonds issued 
by the banks to investors. 

Loans handled by the Federal Land Banks are made principally 
through local National Farm Loan Associations, in which the 
borrower is obliged to buy stock to the extent of 5 per cent of his 
loan. The associations, in turn, guarantee each loan, which they 
pass on to the 1* ederal Land Bank in which they share ownership 
with the Federal Government. Although bonds may be issued 
individually bv any one of the 12 banks, in which event the other 
11 banks are jointly liable, the present practice is to issue Con¬ 
solidated Federal Farm Loan bonds representing the joint ob¬ 
ligation of the entire group. The interest on these bonds is exempt 
from state and local income taxes but is subject to Federal taxa¬ 
tion. Commercial banks hold the bulk of Land Bank bonds, which 
were outstanding in the amount of $731 millions as of June 30. 
1951. 

The yield on Land Bank bonds is somewhat higher than on 
Treasury bonds of the same maturity, reflecting the absence of a 
direct government guarantee. 

The Farm Loan Act also provided for Joint Stock Land Banks 
as private ventures for the purpose of making loans to farmers. 
Bonds issued by the Joint Stock Land Banks had the same type 
of collateral security as those of the Federal Land Banks, but they 
represented only the obligation of the issuing bank. In all, 88 
banks were chartered. Many of them were poorly managed, and 
nine of them went into receivership. Under legislation passed in 
1933, they were ordered to cease making new loans, and since 
then have been gradually liquidated. As of June 30, 1951, liquida¬ 
tion had been virtually completed. 

The Federal Home Loan Banks were created under the pro¬ 
visions of the Home Loan Act of 1932 for the purpose of giving 
greater liquidity to first mortgages on residential properties. These 
banks deal with lending institutions such as life insurance com¬ 
panies and savings and loan associations which customarily carry 
large holdings in home mortgages. 3 These institutions, which be- 


3 See Chapter 30. 
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come members of the system through the purchase of stock in 
one of the 12 regional Federal Home Loan Banks, may borrow 
on mortgage collateral which is eligible under the Act. To be 
eligible as collateral, the loans must be first mortgages, due within 
15 years, on residential property having a value of $20,000 or 
less. The amount of the bank loan cannot exceed 60 per cent of 
the unpaid balance on the mortgage or 40 per cent of the property 
value. The banks may issue bonds to investors secured bv the 
mortgages offered as collateral by borrowing members aggregat¬ 
ing 190 per cent (in unpaid principal) of the bank bonds. Al¬ 
though these bonds may be issued b\ separate banks, in which 
event the other banks are jointly liable, the present practice of 
the Federal Home Loan Banks, as in the case of Federal Land 
Banks, is to issue Consolidated bonds as the joint liability of all 
12 banks. Like Federal Land Bank bonds, Home Loan Bank bonds 
are exempt from state and local but not from Federal income 
taxation. 

The latest addition to the group of instrumentalities are the 
bonds of the International Bank for Reconstruction and Develop¬ 
ment, an institution established in 1945 under the Bret ton Woods 
Agreement Act to assist in the reconstruction and development 
ol the production facilities and resources of the nations belonging 
to the Agreement. Of the capital stock of $8.3 billions subscribed 
by the member nations as of June 30, 1951, 20 per cent has been 
paid in. World Bank bonds were outstanding in the amount of 
$325 millions as of June 31, 1951. Until the amount of bonds out¬ 
standing reaches $2.5 billions, they are backed in full by the 
commitment of the United States Government, because that is 
the portion of the subscribed capital for which the United States 
is subject to call. 

World Bank bonds are fully subject to taxation imposed on 
resident holders. A large number of states have approved their 
purchase by commercial banks, mutual savings banks, and in- 
surance companies. 

Territorial bonds. Territorial bonds are those issued by the 
insular possessions or Territories of the United States, Puerto Rico 
and Hawaii. As all territory within the Federal jurisdiction which 
is not included in any state is under the complete legislative 
authority of the Federal Congress, it follows that the Federal 
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Government is at least indirectly responsible for the safety of 
loans incurred by such possessions. Although the loans are made 
by fully constituted governments, the issuance and repayment 
thereof are under the direct supervision of the Federal Govern¬ 
ment, which has ample power to compel repayment. Under regu¬ 
latory acts, the debt limit of each territory has been set at 10 per 
cent of the assessed valuation of the taxable property. 

The relationship of the Federal Government to the bonds issued 
by territorial governments was clearly stated in the following 
quotation from the opinion of the Attorney General of the United 
States in approving an issue of bonds of the Philippine Govern- 
ment in 1921: 4 

This issue and sale of bonds is authorized explicitly by the National 
Power, and while in the strict and legal sense the faith of the United 
States of America is not pledged as a guaranty for the payment of the 
loan or for the due use of the proceeds or the observance of the sinking 
fund requirements, the entire transaction is being negotiated under the 
auspices of the United States of America and by its recognition and 
aid. There can be no doubt, therefore, that the National Power will 
take the necessary steps in all contingencies to protect the purchasers 
in good faith of the securities. 

Hawaiian and Puerto Rican bonds are exempt from all United 
States taxes except estate, inheritance, and gift taxes. 

Bonds of the Philippines, a former territory that became in¬ 
dependent in 1946, deserve special attention. Those issued prior 
to May 1, 1934 (the date of the passage of the Act that provided 
for independence in 1946), are serviced by the United States 
Treasury from funds provided for their interest and retirement 
by the Philippine Government. Their investment status is the 
same as that of the bonds issued by Puerto Rico and Hawaii. 
Bonds issued after 1934 lack the indirect guarantee, but the 
amount outstanding is less than $4 millions. 

Investment tests. Insofar as their safety is concerned, the in¬ 
vestment quality of the bonds of the United States depends en¬ 
tirely upon the ability and willingness of the American people 
to carry the debt, that is, to provide, through taxation, funds suffi¬ 
cient to assure the payment of principal and income on these ob- 


4 As quoted in Moody's Manual of Investments: Government Securities. 
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ligations. Other desirable investment qualifications include ready 
marketability and collateral value and relative stability of price 
and hence of yield. 

Ability to pay. The burden of public debt, while enormous in 
terms of its dollar amount, is best measured by reference to its 
relation to national wealth and income, and to the likelihood of 
its continued increase or its reduction. Certain data that help to 
point up these comparisons are given on page 315. 

These figures indicate that the enormous Federal debt, mea¬ 
sured in terms of the per capita burden, reached a peak in 
1946, was reduced somewhat in 1947-1948, but, as a result of the 
reappearance of Federal deficits in 1949-1950, began an increase 
in 1950 to an amount of about $1700 for each person or about 
$6,000 for each family. The continued increase in national income 
reduced the ratio of debt to this factor in the post-War period. 
By the use of short-term financing and control of interest rates, 
the annual interest burden has been held to approximately $5.7 
billions or about 2J* per cent of the national income. In absolute 
and per capita terms, the debt has grown enormously during and 
since World War II. In relative terms, it shows a less alarming 
trend. The real test of ability to pay lies not so much in the size 
of the debt and the annual interest but in the ability of the Amer¬ 
ican people to carry an annual Federal budget of $45 to $50 
billions and during war or threat of war a budget of possibly 
double that amount. 

An analysis of the annual Federal budget reveals that three- 
quarters of the expenditures are associated with wars—past con¬ 
flicts, present outlays resulting therefrom, and preparedness for 
and prevention of future wars. It is clear that the elimination of 
fear of war would be the greatest single aid to the debt situation. 
But, in addition, some steps can be taken to at least place the debt 
in a manageable position in peacetime, including economical 
management of government expenditures, retirement of some 
debt in times of peak prosperity, and wider distribution of debt 
outside of the banking system to reduce its inflationary influence. 
There is no danger of debt repudiation, in terms of dollars. In 
terms of what the dollar will buy, each dollar of debt and interest 
becomes steadily less valuable with successive increases in the 
price level. 
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which they might suffer from the loss of purchasing power of 
their money in the event that the nation should either reduce 
the gold content of the dollar or abandon the gold standard en¬ 
tirely. Irrespective of the fact that the holders of those bonds did 
not suffer or, at least up to 1951, had not suffered any actual loss 
by reason of the cancellation of the gold clauses, candor compels 
the statement that the Federal Government acted arbitrarily in 
this instance and not in entire good faith with the investors from 
whom the money had been borrowed. The further statement 
should be made, in the interest of fairness, that at the time the 
gold clauses were cancelled, holders of bonds which were not 
then due were permitted to have their bonds redeemed imme¬ 
diately at face value, thus permitting holders to employ their 
money in any alternative commitment which might seem prefer¬ 
able in the light of possible monetary inflation. 

As indicated in the preceding section, however, the test of 
willingness to pay is more likely to arise in the future than it 
ever did in the past. With the Federal debt already at an ex¬ 
tremely high level, and with no indication that it will stop rising 
in the immediate future, the possibility of the creation of a na¬ 
tional debt beyond the convenient paying capacity of the people 
should not be ignored. 

Other investment criteria. Federal securities meet very high 
standards of recovery of principal, collateral value, and freedom 
from responsibility of management, in varying degrees depend¬ 
ing on the type of security held. The marketable issues find an 
immediate sale in a very active market within a very small price 
range.' Their value as collateral is unequalled. The non-market- 
able issues, such as Savings Bonds, provide absolute recovery 
of principal at a schedule known in advance. No other group of 
securities offers the same combination of freedom from threat of 
loss of principal, assurance of income, and absence of manage¬ 
ment responsibility on the part of the investor. Such attributes 
are, of course, offset by the lowest (taxable) yields in the money 
market, with the exception of the yields on Savings Bonds, which 


c That Treasury bonds can, without pegging, change radically in price and yield 
to reflect changes in interest rates is indicated by the fall of the second 4!« per cent 
Liberty bonds callable in 1927, which sold on the New York Stock Exchange in 
May, 1920, at 81.10 to yield more than 75» per cent to the call date. 
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The tesl of willingness to pay. It is an axiom of the investment 
business that the “will to pay” must be present in every good loan. 
Even though unwilling debtors can at times be forced to pay. no 
investor voluntarily buys into a law suit. Government bonds, 
moreover, arc issued by sovereign powers, which are usually im¬ 
mune from suits by creditors.' And it has been a sad commentary 
upon international finance during recent years that convenience 
more than wealth has dictated debt payment in numerous govern¬ 
mental loans. 

It has been truly stated that the only real basis for government 
loans is confidence in the good faith of the borrowing nation. The 
best test of good faith is to be found, not in laws or treaties or 
oratory, but in the simple record of past transactions. It is only 
too easy for nations which do not desire to repay their loans to 
find a convenient method of evasion. The experience of American 
investors with foreign government loans has been most unhappy- 
in this respect. 

In a relative sense, the debt record of the Federal Government 
of the United States has been excellent. At no time in the entire 
history of the nation has there been an actual dollar default in the 
payment of interest or principal on a Federal bond bearing the 
direct obligation of the government. The record, however, is not 
the perfect performance that it appears to be. At three different 
periods, each after a great war, there have been currency diffi¬ 
culties which were not settled in accordance with strict justice. 
The repudiation of the Continental currency issued during the 
Revolutionary War, the long default in the redemption of the 
"Greenbacks" issued during the War Between the States, and the 
repudiation of the gold redemption feature on gold-certificate 
currency during the past decade comprise at least minor blem¬ 
ishes on the credit escutcheon of the United States. 

More serious was the cancellation in 1933 of the gold payment 
clauses in the government bonds. These gold clauses were placed 
in the bonds as a method of guaranteeing buyers against any loss 


IIiitc is no constitutional or inherent right to sue the government; on the 
contrary the immunity of the sovereign from suit is a principle of universal accept- 

^ ,riM . 8 s r h NUi,S .. iS an acl ol P**- "hich, 'Vith us, may 
June ^ 1935 W,l ,hc d >y 1 ,C Lu "$ T ™ -Message of President F. D. Roosevelt, 
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YIELDS ON HIGH-GRADE BONDS 


Year 

Long-Term Treasury Bonds 

High-Grade 

Average 

Price 

Average 

Yield 

Corporate 
Bonds-Aver¬ 
age Yield 

1920 . 

mm 

5.32* 

6.12* 

1930 . 

108.8 

3.29 

4.55 

1931 . 

92.8 

3.34 

4.58 

1932 . 

88.9 

3.68 

5.01 

1933 . 

93.1 

3.31 

4.49 

1934 . 

95.4 

3.12 

4.00 

1935 . 

99.5 

2.79 

3.60 

1936 . 

101.3 

2.65 

3.24 

1937 . 

100.9 

2.68 

3.26 

1938 . 

102.5 

2.56 

3.19 

1939 . 

105.2 

2.36 

3.01 

1940 . 

107.2 

2.21 

2.84 

1941 ... 

111.0 

1.95 

2.77 

19-12 . 

100.7 

2.46 

2.83 

1943 . 

100.5 

2.47 

2.73 

1944 . 

100.3 

2.48 

2.72 

1945 . 

102.0 

2.37 

2.62 

1946 . 

104.8 

2.19 

2.53 

1947 

103.8 

2.25 

2.61 

1948 . 

100.8 

2.44 

2.82 

1949 . 

102.7 

2.31 

2.66 

1950 _ 

102.5 

2.32 

2.62 

1951 (June) . 

97.6 

2.65 

2.95 


Sources: Federal Reserve Bulletin; Statistical Abstract of the United States. 


The war and post-War “pegging” of the yield on long-term 
issues at 2 per cent on 8- to 10-year bonds and at 2M per cent on 
20 to 25-year bonds, by means of a standing offer of the Federal 
Reserve Banks to buy bonds at such prices as to provide these 
yields, contributed to the low yield pattern and to the stability of 
Treasury bond yields and prices until 1951. In March, 1951, prices 
and yields were “unpegged,” with the results shown in the table. 7 

On any one day. the yields on various Government issues differ 
primarily as a result of different maturities, different tax status, 
and eligibility for bank investment. The following quotations of 
selected issues for August 24, 1951. will illustrate: 

7 The freeing of the market in Treasury issues after many years of support 
caused Treasury 2J*’s to drop below par for the first time since 1939. 
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YIELDS ON SELECTED UNITED STATES OBLIGATIONS 


Obligation 

Asked Price 

Yield 

0 Treas. bond 2’s, 1953-55 . 

101% 

.94 

Treas. note I','*. October. 1951 . 

— 

1.00 

Treas. bills August 30. 1951. 

— 

1.15 

0 Treas. bond 2 : Vs, 1958-63 . 

109% 

1,30 

Treas. certif. lVs, April, 1952 . 

100‘s 

1.63 

Treas. note lVs, March, 1954 . 

99 

1.78 

Treas. bond 2 u -'s, 1962-67 . 

99“',, 

2.50 

Treas. bond 2fcs, 1967-72 . 

100% 

2.47 

1 Treas. bond 2 , '/s, 1967-72 . 

98% 

2.58 


• Partially tax-exempt. 

I Not rlisiblr f*»r bmfc investment. 

Source: .Yew York Timrs. August 25. I*>51: Bitton's, August 27. 1951. 


It will Ik* noted that (1) yields increase with maturity; (2) par¬ 
tial tax-exemption results in a lower yield; (3) non-eligibility for 
bank purchase results in a higher yield for the same maturity. The 
various issues arc equal with respect to basic quality. 

The low yields afforded by Government issues in recent years 
are attributable to their inherent quality, to the great supply of 
funds available for investment, to the ability of institutions to 
absorb an almost unlimited amount of the debt, and (until re¬ 
cently) to Administration policy of maintaining low interest rates 
on the enormous volume of outstanding and new debt. These 
forces are likely to persist for some time, and hence low yields and 
high bond prices can be expected to persist. There appears to be 
little ground for apprehension that substantially higher yields will 
cause substantially lower market prices. Nevertheless, the anomaly 
of astronomical and increasing public debt at persistently low 
interest rates presents the possibility of such changes, especially 
now that interest rates are freed, at ieast temporarily, from Treas¬ 
ury and Federal Reserve control. 


The market for Government bonds. With more than $255 bil¬ 
lions in direct and guaranteed bonds outstanding, United States 
Government issues have a dominant position in the American 
investment market. They comprise the chief earning asset of the 
banks of the country and, next to gold certificates, the chief asset 
of the federal Reserve Banks. They also form a very substantial 
proportion of the portfolios of the leading investment institutions 
such as life insurance companies. In addition to having become 
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the most popular institutional security, they are equally popular 
with individuals desiring a maximum degree of safety. 

The ownership of total outstanding Federal direct'and guaran¬ 
teed debt at the end of 1940, 1945, and 1950 was as follows: 


OWNERSHIP OF FEDERAL SECURITIES 
(dollar figures in billions) 



Dec. 31,1940 

Dec. 31,1945 

Dec. 31,1950 


Amt. 

* 

Amt. 

% 

Amt. 

% 

Total outstanding. 

$50.9 

100.0 

©070 7 

inn n 

$256.7 

100.0 

o •••••••• 


1 UU.U 

Held by: 







Commercial banks_ 

17.3 

34.0 

90.7 

32.6 

61 8 

24 1 

Federal Reserve Banks .. 

2.2 

4.3 

24.3 

8.7 

20.7 

8.0 

Total banks. 

19.5 

38.3 

115.0 

41.3 

82.5 

32.1 

Individuals.. 

10.8 

21.2 


no o 

66.7 

26.0 

Insurance companies 

OI.J 

*0.0 

6.9 

13.6 

24.4 

8.8 

19.0 

7.4 

Mutual savings banks ... 
Other corporations and 

3.2 

6.3 

10.7 

3.8 

10.9 

4.3 

associations . 

2.4 

4.7 

an 9 

in a 

an 

1 | er 

State and local govern¬ 


lv.O 

oU.O 

1 1.0 

ments . 

.5 

1.0 

a 'x 

9 a 

7 Q 

O A 

U. S. Government agen¬ 

u.J 

*.0 

1.0 

0.9 

cies and trust funds 

7.6 

14.9 

27.0 

9.7 

39.2 

15.3 

Total non-bank inves¬ 







tors . 

31.4 

61.7 

163.7 

58.7 

174.2 1 

67.9 


Source: Treasury Bulletin. 


Commercial banks are the biggest holders of Treasury certifi¬ 
cates, notes, and bonds; they also have a substantial investment 
in Treasury bills. The Federal Reserve Banks are interested pri¬ 
marily in the short-term bills and certificates. Individuals hold 
the bulk of the Savings bonds. Insurance companies and mutual 
savings banks concentrate their holding of government bonds in 
Treasury bonds, particularly in the longer-term maturities, as do 
the United States Government agencies and trust funds. 

Trading in marketable United States securities takes place 
primarily in the over-the-counter market, through dealer special¬ 
ists and banks. So active is the market that the trading range on 
any day is very narrow. No securities are more liquid in the sense 
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of immediate recovery of principal than these marketable obliga¬ 
tions. To the institutions mentioned above, and to individuals 
seeking liquidity, they have a prime appeal. A further feature of 
interest is that trading in government securities is exempt from 
government regulation, including exemption from the standard 
margin requirements of the Board of Governors of the Federal 
Reserve System. 



CHAPTER 20 


STATE BONDS 


Scope. The purpose of this chapter is to discuss the investment 
position of the bonds issued by the various states which comprise 
the Federal Union. The order of discussion is: (1) amount and 
growth of state debt, (2) types of state bonds, (3) purposes of 
issue, (4) sources and uses of state revenues, (5) state sovereignty, 
(6) ability to pay, (7) willingness to pay, (8) tax-rate limitations, 
(9) legality of issue, (10) tax status, (11) yields and market, 
(12) investment position of state bonds. 

Amount and growth of state debt. As of June 30, 1950, gross 
state debt was estimated at $5.3 billions and represented about 
2 per cent of the total public debt (national, state, and local). 
The relative growth of the three main types of public debt is 
indicated by the comparison of gross debt for selected fiscal years 
(as of June 30) shown on the opposite page. 

In comparison with the tremendous Federal debt and the very 
substantial local debt, the volume of state debt taken alone does 
not appear alarming. Its significance lies in the fact that it is 
superimposed upon other public debt of growing proportions. 
The very rapid increase beginning in fiscal year 1947, after five 
years of debt reduction, suggests an expanding state debt policy 
that will bear watching. The great recent expansion is chiefly 
attributable to highway expansion and to soldiers’ bonus plans by 
various states. The latter issues account for about one-third of all 
outstanding state indebtedness. 

Types of state debt. State bonds include three principal types: 

(1) general obligations pledging the full faith and credit of the 
state, (2) other ‘full faith and credit” bonds payable primarily 
from certain special pledged sources of revenue, and (3) ‘‘non- 
guaranteed” bonds payable solely from some special source of 
revenue, such as motor fuel taxes and toll revenues. The second 

324 
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CROSS PUBLIC DEBT 


Year 


1902 

1912 

1922 

1932 

1940 

1941 

1942 

1943 

1944 

1945 

1946 

1947 

1948 

1949 

1950 


Federal ° 

State 

Local 

Amount 

Per 

Amount 

Per 

Amount 

Per 

(millions) 

Capita . 

(millions) 

Capita 

(millions) 

Capita 

$ 1.178 

$ 15 

$ 270 

$ 4 

S 1.925 

$ 24 

1,194 

13 

423 

4 

4,075 

43 

22,963 

209 

1,163 

11 

9.093 

82 

19.487 

156 

2,896 

23 

16,680 

134 

42,968 

326 

3.526 

27 

16,720 

127 

48,961 

368 

3.413 

26 

16,812 

126 

72,422 

538 

3,211 

24 

16,479 

122 

136,696 

1,001 

2,909 

21 

15,783 

116 

201,003 

1,456 

2,768 

20 

14.703 

106 

258,682 

1.8S3 

2,425 

17 

14,164 

101 

269.422 

1,908 

2,358 

17 

13,564 

96 

258,286 

1,793 

2,978 

21 

13,847 

96 

252,292 

1,721 

3,722 

25 

14.980 

102 

252,770 

1.694 

4.090 

28 

16,851 

113 

257,357 

1.708 

5,323 

35 

18,324 

122 


• Exclusive of euarantred 

/wToJinMn'" 1 Sl *'” ol Bu '«“ »l U» Census, Gc^mmltl 

and third of these types have been growing rapidly in importance 
and include highway and bridge revenue obligations and revenue 
bonds of state educational institutions. There is no constitutional 
limit on such borrowing. As of June 30. 1950. of the total tong- 
term state debt of $5.2 billions, “full faith and credit” bonds 
amounted to $4.3 billions or 8-3 per cent of the total. 

State debt can also be classified, regardless of the source from 
which payment may ultimately be derived, into general debt 
issued to finance general governmental activities, and enterprise 
debt incurred to finance specific enterprises such as utilities. In 
1950 about 90 per cent of total state debt was general debt. 

Purposes of issue. States have traditionally borrowed principally 
to finance the construction of long-term improvements, although 
important exceptions to this pattern appeared in the extensive 
borrowing to provide funds for emergency relief in the 1930’s and 
m the heavy bond emissions for veterans’ bonuses after World 
War II. The early history of state debt is replete with numerous 
borrowings for such undertakings as railways, canals, banks, and 
other business enterprises. More modern debt has been incurred 
tor highway construction, park development, construction of state 
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institutions grade-crossing elimination, social service and health 

programs, bonuses, and housing (guarantee of local housing au- 

thonty notes and bonds). The relative importance of the financing 

ot tlie major types of durable improvements and other functions 

is shown m the following data, combined for all states, of general 

long-term debt outstanding on June 30, 1950 (in millions of dol- 
Jars): 1 


For high wavs. 

For hospitals and institutions for 


the handicapped. 118 6 

For schools . 375.3 

For veterans' bonuses. 1,780.0 

For other purposes. 948.6 


$4,578.5 

The debt of New York State as of March 31, 1950, provides an 
example of borrowing purposes in an old, highly industrialized, 
and heavily populated area. The gross debt at this date was $844 
millions. Deducting sinking fund assets of $163 millions left a net 
debt of $681 millions. 


Highways . $ 88,400,000 

Parks and forest preserves .. 15,835,000 

Canals ....... . 135,856,000 

Institution buildings. 33,300,000 

General improvement. 31,260,000 

Crade-crossing elimination .. 116,015,000 

Emergency construction- 16,600,000 

Housin g. 146,295,000 

World War II bonus. 240,000,000 


Total bonds. $823,561,000 

Temporary notes. 20,409,000 


Total gross debt. $843,970,000 


Sources and uses of revenue. The sources of the revenues from 
which state governments meet their obligations include Federal 
aid, the various taxes levied by the respective state legislatures, 
and—in the case of special bonds issued by state Authorities and 
agencies for the construction and maintenance of special toll 
highways, ports, and bridges-from tolls. At one time a share of 
the general property tax collected by local authorities was an 
important source of general revenue, but in recent years this has 

1 Department of Commerce, Bureau of the Census, Compendium of State Gov¬ 
ernment Finances in 1950 (Washington, 1951). 
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STATE REVENUES AND EXPENDITURES 

1950 

(in millions) 


General Revenues 


Amount 


Taxes: 

Ceneral sales or gross receipts. 

Motor vehicle fuels and licenses. 

Alcohol and tobacco . 

Other gross receipts. 

License and privilege. 

Individual income. 

Corporation income . 

Property . 

Unemployment compensation . 

Other . 

Total tax revenue. 

Aid from Federal and other governments 
Charges and miscellaneous . 

Total general revenue . 


S 1,670 
2,300 
834 
622 
•JIT 
724 
586 
311 
1,028 
418 

S 8,940 
2,030 
893 

$11,863 


Expenditures 


Operation: 

Ceneral control .. 

Public safety .. 

Highways. 

Natural resources .. 

Health . 

Hospitals and institutions 

Public welfare. 

Correction .. 

Schools , .. , 


Amount 


Veterans' bonus payments .. 
Other . 


Total operation 
Capital outlay: 
Highways .. 
Schools 
Other . 


Total capital outlay . 

Aid to local governments. 

Interest. 

Debt retirement . 

Contribution to trust funds and enterprises 
Total expenditures . 


$ 5.457 


$ 2,112 
4.011 
88 
276 
1,2-39 

$13,183 


Source: Compendium of Suit Coterumenl Finntes in 1950 . 
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been replaced, and in some slates eliminated, bv revenue from 
special taxes imposed for state purposes. Retailers’ occupational 
taxes (sales taxes) have sprung into prominence, along with per¬ 
sonal and corporate income taxes, personal property taxes, and the 
very important gasoline and automobile taxes. Other sources in¬ 
clude cigarette taxes, inheritance and estate taxes, stock transfer 
taxes, and a variety of miscellaneous types. The relative impor¬ 
tance of these sources naturally differs according to the laws of 
the various states. Federal aid to states has taken a sharp increase 
since 1-45. The grants have been mainly for highwav and public 
welfare purposes. 

The types of taxes depended on to pay state expenses and 
service its debt are of considerable importance to the investor. 
In general, the absence of any predominant source affords a diver¬ 
sification that tends to promote stability of income. However, 
there have been cases in which the imposition of a special tax, 
such as the sales tax in Mississippi in the early 1930s, has placed 
the state on a new credit footing. 

Ideally, the annual revenues of the state should cover, and to 
spare, each years operating expenses and, in addition, provide 
adequately for debt service. Debt service includes the annual 
interest charge and the provision for repayment of principal, 
either by redemption of serial issues or by provision for sinking 
fund. Even though the debt service usually requires less than 15 
Per cent °f the tota l budget and legally ranks with the operating 
expenses in equality of claim, expediency usually places the debt 
charge in a position subordinate to operating expenses. Budget 
deficits thus endanger the position of state bonds, a condition 
forcibly brought home to many investors in past depressions. 

State sovereignty. Bonds issued by the various states are the 
obligations of sovereign powers with respect to the creation and 
the payment of indebtedness. Under the Federal Constitution as 
originally adopted, and as further asserted in the Tenth and 
Eleventh Amendments, each state arranges its financial affairs 
without interference from the Federal Government. With the 
single exception of New York, where the state constitution specifi- 
cally grants such permission, state governments may not be sued 
by individuals or corporations, although one state may sue an 
other state. Such legal disability naturally has considerable bear- 
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ing upon the investment position of state bonds. Investors must 
rely principally upon the good faith of the states, since the law 
does not provide redress in the event of default. The fact that 
state bonds are accorded high investment rating despite the legal 
disability feature is a noteworthy testimonial to the importance 
of intangible factors in contrast to tangible property and legal 
protection. 

Ability to pay. Although the sovereign position of a state places 
it in a position to pay or default on its debt as it sees fit, so that 
willingness to pay would seem the first and most important test 
of the investment position of a state bond, the fact is that willing¬ 
ness is largely dependent on ability. Whether or not a state will 
meet its obligations is more than a matter of good faith—it is a 
matter of lew ing the necessary taxes to meet expenses and debt 
service. Therefore, the test of abnitij to pay will be considered 
first The general factors to consider in measuring this capacity 
include the income of the state and the aggregate value of its 
resources in relation to its population (and the trend shown over a 
period of years). 

More specifically, analysts look into the composition of the 
population, the state wide income, such as is indicated in the 
United States Department oi Commerce Sunn/ of Current Busi¬ 
ness, manufacturing data such as number of manufacturing es¬ 
tablishments and wage-earners wage payments, cost of materials 
used and value added, and statistics on the individual important 
industries. Agricultural data, such as the number and value of 
farms and receipts from and production of principal crops, may 
be especially important. Railway, mining, lumbering, and other 
indicators of industrial and extractive activity are checked. 

More specific still is the net debt percentage or debt ratio , or 
the relation between the net debt of the state and the assessed 


value of taxable property in the state. This ratio, although in 
general use as a measure of indebtedness, has limited direct sig¬ 
nificance in states like New York, where real and/or personal 
property are not taxable for state purposes. In addition, assess¬ 
ment methods vary greatly throughout the country, so that com¬ 
parison of states is difficult. Nevertheless, if a state borrows beyond 
its powers to raise tax revenues and faces default, it is likely to 
maintain its operating functions before meeting its debt service. 
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State debt should bear a reasonable relation to its taxable prop¬ 
erty. A conservative maximum debt ratio is regarded as 3 per cent 
of true (not necessarily appraised) value. A net debt of 2% per 
cent in a state using an average appraisal basis of 80 per cent of 
value would be equivalent to 2 per cent on true value; a net debt 
of 4 per cent in a state using an average appraisal basis of 40 per 
cent of value would be equivalent to 1.6 per cent on true value. 

The financial condition of New York State was recently re¬ 
ported as follows: 

STATE OF NEW YORK 
Financial Statement, March 31, 1950 

Assessed valuation of taxable real property. $28,396,149,000 

Gross bonded debt. $843,969,754 

Sinking funds. 162,956,069 

Net bonded debt. $681,013,685 

Population (1950) . 14,830,192 

Debt percentage. 2.4% 

Debt per capita . $ 46.00 

As shown in the statement, the net debt amounted to about 
2.4 per cent of the assessed value of the real property in the state. 
As the assessed value averaged about 93 per cent of the full value, 
the true debt percentage was even less than the figure shown. 

It would be incorrect to assume, however, that the state debt here 
shown comprises the entire public debt against the property, since 
the reported indebtedness does not include the local municipal 
debts. 

A second specific measure of ability to pay is the net debt pet- 
capita. A tabulation showing this ratio for all 48 states in 1949 
shows an average figure of $17 per state. 2 The figure of $46 for 
New York appears high, but, when the wealth and income of the 
state are considered, this is seen to represent no greater burden 
than the $8 figure for Colorado. Some states have no bonded debt 
whatever in the hands of the public. A maximum of $50 per capita 
is often suggested as a criterion. Most of the states are well below 
this figure, but in others, such as Louisiana and Delaware, the 
figure is much higher and suggests a situation of weakness that 
might have serious repercussions in a period of economic distress. 

A third specific test of ability to pay is the ratio of debt service 


2 C. J. Devine & Co., State and Municipal Securities (New York: 1950 edition). 
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to state receipts. Debt service includes interest, maturing prin¬ 
cipal of serial bonds, and appropriations for sinking funds. The 
debt service charge for New York in 1950 amounted to about $64 
millions, or approximately 5 per cent of the general state revenues, 
and to an insignificant percentage of the aggregate income of the 
people of the state. A maximum of 15 per cent is regarded as a 
useful criterion. 

Willingness to pay. The second major test of the investment of 
state bonds is willingness to pay, as measured by past record and 
present condition. The record is not free from defaults. At three 
different periods in the financial history of the United States, 
numerous states defaulted in the payments on outstanding bonds. 
The first period occurred between 1840 and 1842, during the de¬ 
pression years following the panic of 1837. In the prosperous 
years immediately preceding 1837, the states had directly-or in¬ 
directly through subsidies—issued bonds for financing the con¬ 
struction of railroads and canals and the establishment of banks. 
As the proceeds were to be used for productive purposes, the 
general expectation was that the debt would be self-supporting 
and would not result in any burden upon the taxpayers. In the 
severe economic depression subsequent to 1837, however, these 
projects failed to show earnings and placed the states in the em¬ 
barrassing position of increasing taxes at a time when public 
sentiment naturally opposed such procedure. The prolonged con¬ 
tinuation of the depression accentuated the problem and eventu¬ 
ally brought about a condition that caused many states to default 
m the payment of their obligations, as an alternative to incon¬ 
venient payment. Many important states, including Pennsylvania, 
Maryland, and Illinois, defaulted at this time. Others came very 
close to default before the economic horizon brightened. Eventu¬ 
ally, some of the defaults were met in full, and some in part; but 
the majority were never paid. One state, years later, amended its 
Constitution to make payment of bank bonds issued during this 
period forever illegal! 3 ® 


a- ,hjn * ***"%& 
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The second period of default occurred between 1848 and 1860. 
The states included were widely separated, and the causes varied 
in each case. Texas defaulted in the payment of debt incurred in 
the War of Independence with Mexico, California defaulted in 
the payment of debt incurred during the inflation days of the 
“Forty-Niners,” and Minnesota defaulted as a result of an un¬ 
economic venture into state banking. 

The third period occurred in the years following the War Be¬ 
tween the States, when all the states that comprised the Southern 
Confederacy repudiated state obligations incurred during the 
Reconstruction Period. It should be noted that such default did 
not apply to Confederacy bonds, which became worthless at the 
close of the war. Rather did the repudiation apply to the large 
indebtedness incurred during the "carpet-baggers” era, when the 
state legislatures were not truly representative. With the with¬ 
drawal of the Union Army of Occupation in 1876, repudiation was 
almost inevitable from an emotional, if not from an economic or 
a legal, viewpoint. 

The severe depression that followed the economic crisis of 1929 
brought about the possibility of a fourth period of default in state 
bonds. The State of Arkansas, in 1933, attempted to force holders 
of 4)4, 4)a, 45*, and 5 per cent bonds of that state to exchange into 
3 per cent bonds at par bv refusing to continue interest payments 
on the former issues. This difficulty, however, was adjusted 
through a refunding program adopted in 1934 which provided for 
eventual payment of interest in full. But the action was a severe 
blow to the credit of the state and suggests that repudiation is not 
without possibility. The best protection is the restriction of debt 
to modest proportions relative to wealth and income. The rapid 
increase in state debt in recent years and the prospects for its 
continued increase will bear watching. 

Relatively favorable as may be the present situation and im¬ 
mediate outlook for state bonds, however, the longer-term pros¬ 
pect is less encouraging. The conclusion is inescapable that state 
debts will substantially increase with the growing demand for 
sociological undertakings. The demand for old-age pensions and 
institutional and recreational facilities will tend to increase the 
supply of state bonds into the indefinite future. 

Tax-rate limitations. Closelv related to the ability and willing- 
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ness of a state to pay its debts is the matter of any restrictions on 
the taxes that can be imposed for debt service. In the purchase 
of state bonds, investors should prefer the obligations of those 
states that have adequate tax revenues and that not only pledge 
their “full faith and credit but whose constitutions provide for 
unlimited taxation for debt service. Alabama's property tax rate 
has a constitutional limitation of 39 per cent of full value. In New 
York the power to levy on property for tax purposes is not limited; 
however, no property tax for state purposes has been levied in 
recent years. The New York State Constitution provides that the 
legislature shall annually provide by appropriation for the in¬ 
terest and maturing principal of state debts as they fall due; fail¬ 
ing such an appropriation, the Comptroller must set apart from 
the first revenues thereafter received a sum sufficient to meet 
such payments. 

Legality of issue. The third test of the investment position of 
state bonds is legality of issue. Experience has shown that ille¬ 
gality of issue has usually been given as the reason for repudia¬ 
tion of state debt. The importance of this factor is more apparent 
than real, however, since the state is the sole judge of the legality 
of its own debts. Practically all states now limit their debt-creating 
capacity through voluntary restrictions that have been written 
into the state constitution. These restrictions vary in the different 
states; in general, they are as follows: 

1. No state credit for private benefit. 

2. Bonds essentially for long-term improvements. 

3. Referendum approval on large issues. 


New York further requires (since 1020) that all bonds must 
be issue, in serial form, that each bond issue mature within the 
estimated life of the improvement, and that the proceeds of each 
issue lie segregated into a special fund to be used only for the 

designated purpose and not to he combined with the general 
funds of the state. 6 


I lie investor must necessarily rely upon the opinion of qualified 
attorneys n. tins matter of legality of issue. Such opinion is cus¬ 
tomarily secured by the investment house that oilers the bonds 
ax status of state bonds. As indicated in Chapter 18, state 
bonds and bonds of state political subdivisions possess some 
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ing state and local government bonds showed the following dis¬ 
tribution (in billions of dollars): 3 


Held By Amount Per Cent 

Individuals, partnerships, and personal trust accounts_ $ 9.2 39.5*5 

Commercial hanks . 7 4 31 3 

Mutual savings hanks. I 4 

Insurance companies . ] 9 g o 

Other corporations . 5 2^1 

United States Government agencies and trust funds. .4 1.7 

Sinking, trust, and investment funds of state and local 
governments . 3 3 14 0 

Miscellaneous investors . 5 2.1 


$23.3 100.0S 


Investment position of state bonds. In general, state bonds en¬ 
joy an investment position second only to that of Federal obliga- 
tions. While there is a range of quality within the state bond 
group, the spread between the strongest and the weakest bonds 
is very small. Yet the market docs make a distinction between the 
bonds of states witli a good past record, a sound economic trend, 
and stable political management, and those of inferior record, 
poor economic development, and unreliable leadership. 

The outlook for state bonds is somewhat clouded by the grow¬ 
ing volume of state debt and by the steady rise in state expendi¬ 
tures. In some states the debt has reached proportions which could 
make trouble in times of adversity. These states apparently as¬ 
sume that revenues will continue to maintain indefinitely a strong 
upward trend. The experience of Arkansas in the 1930’s should 
point a warning. 

The investor of moderate means would do well to avoid state 
bonds, not to avoid risk, but because their prices and yields re¬ 
lied tax exemption and special appeal to institutions, neither of 
which is an important consideration to the little fellow. He there- 
ore pays a price for features that he does not need. He is likelv 
0 find that higher-yielding Federal obligations will net him a 
larger return, after taxes, and provide greater safety. 

»: tsejss >” <■*" i- 










CHAPTER 21 


MUNICIPAL BONDS 


Scope. The purpose of this chapter is to discuss the investment 
position and the methods of analysis of the many political sub¬ 
divisions of the states, such as counties, cities, towns, and local 
districts and authorities. The order of discussion is: (1) classifica¬ 
tion of municipal agencies, (2) sources and uses of municipal 
revenues, (3) purposes of issue, (4) growth of municipal debt, 
(5) nature of municipal obligations, (6) tax district bonds, (7) 
special assessment bonds, (8) revenue bonds, (9) tax anticipa¬ 
tion warrants, (10) difficulties in analysis of municipals, (11) tests 
of ability to pay, (12) willingness to pay, (13) legality of issue, 
(14) form of municipal bonds, (15) market for municipals, (16) 
tax status, and (17) investment position. 

Municipal bonds outstanding on June 30, 1950, amounted to 
about $18.3 billions and represented about 6.5 per cent of the 
total public debt (Federal, state, and local) at that time (see 
p. 325). 

Classification of municipal agencies. Municipal bonds, as the 
term is used in this chapter, comprise the obligations of the po¬ 
litical subdivisions of the various states. 1 These subdivisions in¬ 
clude not only counties and cities, but also towns, villages, and 
numerous varieties of districts, many of which overlap each other. 
Municipalities have certain powers that have been delegated by 
state authority in order that they may act as agencies for local 
administration. Generally speaking, they are incorporated under 
a general state law or receive special charters under separate 
legislative acts. The powers usually delegated are: (1) police 
power, in which the maintenance of law and order is but part of 
the comprehensive welfare of the community; (2) taxation power, 

1 In investment banking circles, the term "municipals" includes states as well as 
local units. The more restricted meaning is used in this chapter. 
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from which necessary revenues are secured; and (3) eminent 
domain, that confers the right to take private property, at fair 
compensation, for public use. 

The term municipals” includes a wide variety of securities. 
One method of classification is bv the character of the obligor 
(including state bonds, which fall into the general “municipal” 
family but are ordinarily handled as a special class): 2 

Regular governmental units: 

1. States 

2. Counties and parishes 

3. Cities, towns, villages, boroughs, etc 

4. Townships 
Special districts: 

1. School districts 

2. Water districts, sanitary (sewer) districts, etc. 

3. Road districts and street improvement districts, etc. 

4. Park districts, etc. 

5. Drainage, irrigation, and levee districts 
Statutory authorities: 

1. Bridge authorities or commissions 

2. Port authorities 


3. Toll road commissions, etc. 

4. Housing authorities 

5. hlcctric power authorities (rural electrification, etc.) 

6. Miscellaneous (hospital, canal, dormitory, parking, etc.) 


Regular governmental units possess broad general powers. 
I heir activities are largely non-revenue-producing, and taxes are 
their principal source of income. They ordinarily issue bonds by 
directly pledging their general credit; but they may also pledge 
specific revenues in addition, or may create a special district or 
an authority to issue revenue bonds. Districts are similar to regu¬ 
lar governmental units in that they have the power to tax, but 
they are usually organized to promote a specific activity. Statu¬ 
tory authorities are public corporations without the power to tax, 
organized for the purpose of promoting revenue-producing proj- 

c. o ts* 


K"! ,a 7 r ! l,c P u,>, ' ta,ion ol the Committee on 

j, K i ,lix Ti S,alc Uunkipak (Washinu- 

hhi. neural Deposit Insurance Corporation. 1941). 
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REVENUES AND EXPENDITURES, 397 CITIES 

1949 


(in millions) 


General Revenues 

Amount 

Per Cent 

Taxes: 

Property . 


CO 4 ft 

Sales and gross receipts .. 

Licenses, permits, and others ..., 

393 

94fi 

53.4% 

9.7 

6.1 

69.2 

on o 

Total tax revenue. 

Aid front state and other governments . 

“lO 

$2,793 

817 

426 

Charges for services, special assessments, etc. .. 
Total general revenue. 



V“iUOU 


Expenditures 



Operation: 

General control. 

$ 250 

747 

nno 

c car 

Public safety. 

5.5% 

16.6 
e a 

Highways . 

sanitation. 

ZAO 

oco 

5.0 

c 7 

Health . 

Hospitals .... 

Public welfare . 

£>0 O 

67 

222 

377 

642 

144 

50 

114 

$3,099 

O.l 

1.5 

5.0 

8.4 

14.3 

Q 9 

Schools . 

Recreation _ 

Libraries.. 

Other . 

Total operation . 

1.1 

2.5 

68.8 

Capital outlay: 

Highways. 

Schools and other. 

Total capital outlay. 

Aid to other governments .., 

Interest. 

Debt retirement. 

Contributions to trust funds, etc. . 

Total general expenditure. 

205 

469 

$674 

29 

123 

275 

307 

$4,507 

4.5 

10.4 

14.9 

.7 

2.7 

6.1 

6.8 

100 . 0 % 


Source: United States Department of Commerce. Bureau of the Census, Compendium oj 
Lily Government Finances in 1949 (Washington, 1950). 


Sources and uses of municipal revenues. The most important 
single source of municipal revenue is the general property tax, 
but to an increasing degree special taxes and aid from state and 
Federal governments are relied upon for income. The relative 
importance of these sources varies from place to place. As of June, 
































MUNICIPAL BONDS 


1949, 397 cities having populations of more than 25,000 (as of 
1940) obtained their general revenues (aside from general bor¬ 
rowings) from the preceding sources and incurred the above 
expenditures. 

Purposes of issue. The field of municipal activity is constantly 
growing wider. In addition to those activities that are expressly 
stated in the city charter or state constitution, many others arc 
implied with the widening scope of municipal functions. In the 
furtherance of their duties, municipalities constantly face ex¬ 
traordinary expenditures that cannot conveniently be met from 
current revenues. In such cases, loans are arranged in such fashion 
as to spread the cost over a period of years. The ordinary pur¬ 
poses lor which bonds are issued by municipalities are here listed: 

Bridges Parking facilities 

Buildings Parks 

Emergencies and catas- Police facilities 


trophes 

Eire equipment 

Funding of floating debt 

Grade crossings 

Harbor improvements 

Highways 

Hospitals 

Libraries 


Parking facilities 
Parks 

Police facilities 
Public utilities 
Public welfare 
Recreation 
Schools 

Sanitation and sewage 
disposal 

Street improvements 


S,rcct improvements, schools, and public utilities still comprise 
the main purposes for municipal loans, but loans for other pur¬ 
poses have increased in number and amount. Municipal loans for 
rehof purposes represented nearly 40 per cent of all borrowing in 
193 5, but such loans declined to only 10 per cent in 1936 and have 
become relatively unimportant in this field. Loans for refunding 
purposes have greatly increased as municipalities have taken ad¬ 
vantage of lower interest rates to redeem lugh-coupon bonds 
whenever possible. Loans for revenue-producing projects such as 
toll bridges have also become more prevalent. 

Growth of municipal debt. The table of public debt on page 
340 shows the total gross -local” debt outstanding as of June 30 
from 1922 to 1950. The net long-term local or municipal debt 
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since 1922 can be broken down by various types of obligors as 
follows: 3 


NET LONG-TERM MUNICIPAL DEBT 
(in millions) 


Year 

Total 

Countv 

# 

City 

Township 

School 

District 

Special 

District 

1922 

$ 7.133 

$1,168 

$4,346 

$ 94 

$ 911 

$ 614 

1932 

13.852 

2,398 

8,011 

333 

1,851 

1,258 

1940 

14.571 

1.892 

8,350 

264 

1,591 

2,474 

1942 

14.143 

1.660 

8.296 

242 

1,487 

2,458 

1944 

12,194 

1,518 

6.812 

• 

1,281 

2,400 

1945 

12.308 

1,369 

6,986 

0 

1,191 

2,601 

1946 

11,744 

1,238 

6.688 

o 

1,158 

2,515 

1947 

11.905 

1.301 

6,610 

0 

1,218 

2,618 

1948 

12,594 

1.238 

7.286 

235 

1,395 

2,440 

1949 

14.241 

1,411 

7.817 

252 

1.921 

2.840 

1950 

15.484 

1,474 

8.255 

295 

2.459 

3,002 


0 Included in totals but not reported separately. 

in ,C4 n DfP3 i r * mc 2* ?! Commerce. Bureau of the Census. Governmental Debt 

"• 1950 (Washington. December. 1950). 


Prior to World War I, municipal debt was substantial in 
amount, and state debt was very small (see page 325). The ex¬ 
pansion of municipal services caused the debt to double by 1922, 
and to double again by 1932; the pre-War peak was reached in 
1940. During World War II retirement exceeded new issues, 
labor and materials for new projects were difficult to obtain, an 
attempt was made to avoid conflict with the heavy borrowing 
needs of the Federal Government, and some construction was 
saved for the post-War period to take care of the unemployment 
expected at that time. After the War a flood of new issues ap¬ 
peared with the resumption of construction and maintenance 
under higher cost conditions. Bond issues for a wide variety of 
purposes increased net local or municipal long-term debt to about 
$15)2 billions by the middle of 1950—a figure that was well over 
three times the net long-term debt of the states, but still relatively 
modest in relation to the tremendous Federal debt. In 1951 the 
volume of new emissions was continuing at about the same rate 
as during 1950. 


3 Net long-term debt represents gross debt less debt due within a year less 
sinking fund offsets to long-term debt. 
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Nature of municipal obligations. In the broad sense of the 
term, municipal bonds include all obligations of the various po¬ 
litical subdivisions of the country. With respect to legal position, 
they can be classified into four main groups. 

1. General obligations, or "full faith and credit" bonds of which 
the payment of principal and interest is supported by the power 
to levy ad valorem taxes on the property within the issuing unit. 
Ordinarily interest and principal are paid from the general tax 
fund, but sometimes special revenues are also pledged. In the 
latter case, the unit agrees unconditionally to cover any deficit 
that may later develop in the fund primarily responsible. Thus, 
a water bond might be issued by a municipality with the pledge 
of its lull faith and credit but with the expectation that the bond 
would be serviced from the earnings of the municipality’s water 
department. If these earnings are insufficient, the issuing unit 
must levy sufficient taxation to make up the deficit. Similarly, 
bonds payable initially from a specific tax, but which rest ulti¬ 
mately on the power to levy general property and other taxes, 
would belong in this category. 

while all general obligations are backed by the pledge to lew 
ml valorem taxes, this levy may or mav not be limited as to rate 
or amount. Unlimited lax bonds are those for which there arc- 
no limitations as to the amount of taxes that can he levied for 
their payment, and these are regarded as possessing the strongest 
technical security and include issues of a variety of municipal 
types. If the power of taxation is limited by either a constitutional 
or a statutory provision to, say, a certain number of dollars per 
thousand of property valuation, the issuer is obliged to exercise 
all of the powers of taxation which it possesses up to this limit for 
the payment of the obligation or to make good any deficiency 
m a special fund primarily pledged for its payment. Such bond’s 
arc known as limited tax bonds. 

As of June 30, 1950. of the total gross long-term debt of nnmi- 

ni'Iimm ' 0 ''' s,a """K 1,1 thc anl0l "“ "f SI7,515,000,(XX), $15,387,- 
"01,000 or 88 per cent were full faith and credit obligations ' 

As most states have tax-hn.it legislation in effect, it would ap- 
P _ " n " ,st """"cipal bonds would deserve the limited tax 
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title. In many states, however, the tax limit does not apply to the 
debt service, for which payment unlimited taxes may be levied. 
Property taxes in New York are limited to a legal maximum of 
2 per cent, but rates actually in effect in most New York muni¬ 
cipalities are in excess of $2.00 per $100 annually, after the in¬ 
clusion of the debt service. All New York State municipal obliga¬ 
tions are therefore regarded as no-tax-limit bonds. A similar tax 
limit in Alabama does not exclude the debt service, however, 
which condition places all Alabama municipal debt in the tax- 
limit class. An even smaller tax limit in Ohio, which also does not 
exclude the debt service, has resulted in bonds being issued both 
inside and outside the tax limit. Accordingly, both classes of bonds 
may be issued by cities of this state. 

During recent years, agitation on the part of real property 
owners for a reduction in real estate taxes has resulted in the 
enactment of tax-limit legislation in many important states re¬ 
stricting the total tax rate which may be imposed for all purposes, 
including debt service, to levies as low as VA per cent yearly. The 
advantage of such legislation is debatable, however, as the credit 
position of the community is seriously injured, resulting in a 
higher interest rate on future loans. Under the prevailing law in 
New York State, bonds issued by municipalities after 1938 must 
be no-tax-limit obligations in order to qualify as legal investments 
in that state. 

It should be noted that the term “general obligation" applies 
to any obligation for the service of which the issuing municipality 
has pledged its entire ad valorem tax revenues, whether such 
revenues are raised by a general property tax, or by a special tax 
from a special source, or from a limited area of property. Thus 
tax district bonds ordinarily belong in the category of general 
obligations although the district may be established for the pro¬ 
motion of only one activity and only the property within the dis¬ 
trict may be subject to levy for its purposes. In fact, some special 
districts have been formed for the purpose of avoiding the tax 
limits that prevail for the major municipality. 

In the educational development of the United States, school 
districts were established which served communities more ex¬ 
tensive than existing incorporated areas. These districts issued 
bonds for the purpose of erecting school buildings, payable out of 
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taxes levied on all property in the areas served, irrespective of 
whatever towns might be included therein. The bonds became 
general lien obligations of the entire community and, as such, 
gained favorable investment ratings. 

The success of school district financing encouraged the appli¬ 
cation of the plan to other purposes with less favorable results. 
Irrigation district bonds were issued in many parts of the country, 
notably in the western states, for the purpose of financing the 
irrigation of small agricultural areas. In the 1930s these bonds, 
as a class, had an unsatisfactory record, partly because of un¬ 
foreseen water shortages and partly because of generally un¬ 
favorable conditions in agriculture. Landowners abandoned their 
properties, leaving the bondholders powerless to enforce pay¬ 
ment of the taxes with which to redeem the bonds. During the 
1940’s, many weak situations were cleaned up, and today nu¬ 
merous irrigation district bonds enjoy prime rating. 

In somewhat similar fashion, road districts were created in 
many states, notably in the Southwest, to finance the construction 
of local highways bv bonds repayable from general tax levies. 
Certain of these bonds worked out unfavorably, in part because 
of economic causes arising out of agricultural distress and in part 
because of legal technicalities which were not carefully observed. 

A novel application of the tax district plan developed in Ohio 
in 1914 when the Miami Conservancy District was established in 
order to finance the construction of storage reservoirs which have 
prevented a repetition of the disastrous flood of 1913 in the Day- 
ton area. All real property in a wide area along the Miami River 
was subject to taxes for the payment of the district bonds. The 
same idea is carried out on a smaller scale in the case of the Hud¬ 
son River Regulating District in the Sacandaga area, created in 
1922. 

A more recent application has been in the creation of Port Dis¬ 
tricts, such as at Seattle on the West Coast and at Albany on the 
Last Coast, for the purpose of financing harbor improvements 
by debt repayable out of tax levies upon property within the areas. 

In addition to what might be termed the economic reason for 
tbe creation of tax districts, which is the financing of a project 
serving two or more incorporated areas, there has developed a 
political aspect which is rather unfortunate. Just as the restriction 



344 


MUNICIPAL BONDS 

of a low tax limit tends to encourage financing by revenue bonds 
which are not part of the tax load (at least directly), so does the 
restriction of a low debt limit tend to encourage financing by 
district bonds which are not part of the legal debt of an included 
municipality. Even in New York State, where the municipal debt 
limit of 10 per cent of the assessed value of taxable realty is 
usually adequate for municipal credit, the Legislature faces con¬ 
tinual requests for the establishment of new tax districts. In Illi¬ 
nois, where the municipal debt limit is set at 5 per cent and where 
appraisal values are much lower than in New York, the induce¬ 
ment to evade such restriction by the establishment of tax dis¬ 
tricts is almost irresistible. At one time in Cook County, more 
than 400 units of government had power to levy general property 
taxes. This extreme overlapping contributed greatly to the finan¬ 
cial difficulties of the Chicago area during the 1930’s. California 
permits tax districts to be formed for any of the following pur¬ 
poses: airport, boulevard, cemetery, fire protection, sanitation, 
water, garbage disposal, highway lighting, irrigation, library, 
health, memorial, mosquito, parks, museum, utility, recreation, 
and transportation. 

The investment position of tax district bonds depends upon the 
purpose for which the district was created and the wealth of the 
included district. Although such bonds are usually general-lien 
obligations, the quality is far from uniform. The favorable ex¬ 
perience of investors with school district and port district bonds 
is in sharp contrast to their relatively poor experience with road 
district and irrigation district issues. 

The existence of overlapping tax districts greatly complicates 
the problem of financial analysis. In 1947, the City of Albany, 
New York, reported a net debt of $15,228,247. Such statement, 
however, did not include Albany’s share (87.89 per cent) of the 
debt of the Albany Port District ($5,105,530), but did include 
the school debt. In the same year, the City of Seattle, Washington, 
reported net debt figures which did not include a proper share 
either of the Port of Seattle debt (about 75 per cent) or of the 
King County School District No. 1 debt (about 96 per cent). In 
May, 1948, the net bonded debt of the City of Chicago was re¬ 
ported at about $103,700,000, which figure did not include $54,- 
000,000 in park bonds, $12,500,000 in school district bonds, and 
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$8-3,400,000 in sanitary district bonds. Investors in tax district 
bonds should be cognizant of the fact that the published financial 
statements do not include the debts of underlying municipalities. 
Buyers of regular municipal bonds, in turn, should also realize 
that the financial statements of cities do not include the pro¬ 
portionate debts of overlapping tax districts, which, as shown 
previously, may exceed the internal debt. 1 

2. Special assessment bonds. \\ hen municipal loans are made 
lor the purpose of improving facilities in certain parts of the city 
rather than throughout the community, such as street pavements 
and the extension of water and sewer lines, it is customary to place 
the cost upon the property-owners who are directly and indirectly 
benefited, through assessments (usually spread over a series of 
years) in addition to their regular taxes. Such loans are made in 
the form ol assessment bonds which are payable, not from the 
general tax levy, but from these assessments. Although the pay¬ 
ment ol assessments is just as mandatory as the payment of gen¬ 
eral taxes and is usually required at the same time on the same 
bill, it is apparent that a claim against some of the property in a 
city is less secure than a claim against all the property. Accord¬ 
ingly, assessment bonds are regarded as being inferior to general- 
lien bonds. As a practical matter, however, city credit is at stake 
in the payment of assessment bonds as well as general-lien ob¬ 
ligations. Accordingly, it is customary, if possible, for cities to 
supply lunds from other sources for the payment of charges on 
assessment bonds in the event that assessment collections may be 
temporarily inadequate. Again, it might be noted that New York 
City follows the unnmal practice of paying all bonds, including 
those ol an assessment nature, from general tax collections. Such 
special assessment bonds are thus properly classed as general ob¬ 
ligations and are known as general-specials. 

Unless backed b\ the credit of the community, the special as¬ 
sessment l>.md is suitable only for local investment funds. 

II,,- dbtl «4 overlapping -loin, is upon eon.paralive tax rat ... wa . c i,.. lt i„ 
.Uiistral.d in ll„- lime hiading Culiloniu cities 1947, ||„. ,. u [atc jn s J 
It.,,"MO u,s Ml at S., .5 pc, SIUO ol assessed valuation will, „„ overlap,,L 

SO UK i, *“ * *!•>* l-r S 1 W. but the ujlnitc 

w® ^Ts ^ l i'.'.V f"!': r'r " ^ ,rKt5 - Vk c ''y rj “- - Oakland 
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3. Municipal revenue bonds. Municipal revenue bonds are pay¬ 
able out of revenues derived from the operation of a public facility 
rather than from general tax collections or assessments against 
specific properties. The use of the revenue bond to finance the 
construction or acquisition of public works has become popular 
in all parts of the country for a variety of projects as varied as 
toll bridges, express highways, electric light and power plants, 
gas plants, water works, sewer systems, swimming pools, parking 
areas, and, in at least one instance, a crematorium. State highway 
obligations represent a comparatively recent form of revenue 
bond which has become increasingly important. 

Revenue bonds are occasionally issued by regular governmental 
units and by special districts but almost exclusively by special 
authorities or commissions. The major reason for the use of such 
bonds is to keep down the direct debt and the tax rate. Other 
reasons include: (1) to make the project self-supporting, (2) to 
avoid having to refer an increase in debt to the electorate, (3) in 
some cases to obtain a lower interest rate where the general credit 
of the municipality is not strong, and (4) to avoid setting up a 
special district in which all taxpayers would not receive equal 
benefits from the facility. 

As the position of these bonds depends solely upon the earning 
power of the project, it is evident that they should be regarded 
as in a class distinctly different from that of ordinary municipal 
bonds which are payable from tax collections. On the other hand, 
revenue bonds may be in a stronger position than the corporate 
bonds of public utility companies for four important reasons. 
First, the basic rate charged for the use of the facility can be 
raised, in most states, without the necessity of securing approval 
of a regulatory commission. Second, the enterprise is usually tax- 
free, thus avoiding the burden of corporation taxes, which take as 
much as 20 per cent of the gross revenues of private utility com¬ 
panies. Third, income from revenue bonds is regarded as exempt 
from Federal income taxes. Fourth, the enterprise is in little, if 
any, danger arising out of competition or expiration of a franchise 
privilege. 

The argument is advanced in investment circles that revenue 
bonds are entitled to as good rating as general-lien bonds because 
the projects are self-supporting, self-liquidating, and independent 
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of tax collections. It has been shown that, in certain cases, interest 
on revenue bonds has been maintained by cities in default on their 


bonds payable from taxes. During periods of depression, however, 
the argument loses much of its validity when declining revenues 
impair interest payments. Moreover, the facility may lose its popu¬ 
larity as competitive influences develop. The City of Seattle de¬ 
faulted in the payment of charges due on street railway revenue 
bonds in 1937 and required the bondholders to accept a sub¬ 
stantial loss on their holdings in the reorganization of the enter¬ 
prise in 1940. 

Under recent practice, revenue bonds are frequently issued 
under a corporate title differing from the name of the municipality 
wherein the project is located. Within New York City, municipal 
projects financed by revenue bonds include the planetarium 
(American Museum of Natural History Planetarium Authority), 
the produce market (Lower Hudson Regional Market Authority), 
and the toll bridges (Triborough Bridge Authority). Examples 
of projects that operate beyond the limits of one municipality are 
the San Francisco-Oakland Bay Bridge (California Toll Bridge 
Authority) and the Pennsylvania Turnpike (Pennsylvania Turn¬ 
pike Commission). 


I he revenue bond has become an important part of municipal 
finance. When issued in connection with soundly conceived and 
well-managed projects, revenue bonds are entitled to the good 
investment rating that many have gained during recent years. It 
should be recognized, however, that not all projects which have 
been financed with revenue bonds offer equally attractive invest¬ 
ment opportunities. The list of projects regarded as suitable for 
revenue bond financing (in connection with R. F. C. and P. W. A. 
loans) included enterprises as hazardous as swimming pools, golf 
courses, college stadia, public markets, harbor developments, re¬ 
frigeration plants, and health resorts. 

It is interesting to note that New York City has issued bonds 
for many revenue-producing purposes, such as rapid transit, 
docks, and water supply, but has designated such bonds as gen¬ 
eral obligations payable from general revenues including' tax 
collections. The revenue bonds issued by the city have been issued 
through the "authorities," as previously stated, rather than by the 
city directly. 1 
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The strength of the revenue bond depends mainly on the cov¬ 
erage of interest and maturing principal afforded by earnings 
with a sufficient margin of safety allowed for unseen'contingen¬ 
cies. The ratio of the investment in plant to the outstanding net 
debt is an indicator of asset protection, and in some states revenue 
bonds may be specifically secured by a mortgage lien on the 
property, although this practice is infrequent. The revenues de¬ 
rived from the project go into a revenue fund, from which the 
following are provided for, in order: (1) operating expenses, 
(2) depreciation fund, (3) debt service, (4) special reserves. 
Any surplus revenues after these items may revert to the city or 
be used for additions or for special bond retirements. An unusual 
arrangement is found in the case of the bonds of the California 
Toll Bridge Authority; the Highway Department of the State of 
California pays the operating and maintenance expenses of the 
San Francisco-Oakland Bay Bridge so that the gross revenues are 
available for debt service. 

Occasionally a revenue bond may be backed by both taxing 
power and derived revenues, but this arrangement is exceptional 
and contrary to the usual objective of providing a capital im¬ 
provement without adding to the general tax load. 

4. Tax anticipation warrants. Tax anticipation warrants or notes 
represent current debt issued in anticipation of a tax levy and 
serve to meet the financial needs of the municipality until the 
taxes are collected. They ordinarily represent a first claim against 
incoming tax revenues. Their investment quality depends on the 
credit of the issuing municipality and its tax collection status. 
They are frequently without fixed maturity, with payment date 
depending on tax receipts. 

5. Special types. Hybrids that are combinations of the first 
three types described above represent special types of municipals 
that are difficult to classify. These would include bonds issued by 
cities or districts with pledge of specific utility revenues or re¬ 
ceipts from specific taxes in addition to the pledge of general 
credit; revenue bonds further supported by assessments; or bonds 
on which payment is pledged only from specified taxes without 
unconditional promise to pay. 

The obligations of the growing number of public housing au¬ 
thorities have special characteristics making them different from 
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ordinary revenue bonds. Of particular importance are the bonds 
now being issued in ven large volume bv local public housing 
authorities created under the laws of the various states and au¬ 
thorized to co-operate with the Federal Government in carrying 
out the expressed policy of eliminating unsafe and unsanitary 
housing conditions and providing safe and sanitary low-rent hous¬ 
ing. Under the United States Housing Act of 1937, as amended, 
the faith of the United States is pledged to the payment of annual 
contributions by the Federal Public Housing Administration to 
the local housing agency sufficient, with other funds of the local 
agency, to pay the principal and interest of the bonds when due. 


I he bonds are also secured by a pledge of and lien on the net 
revenues of the housing projects. The Federal Act provides that 
the bonds and interest thereon shall be exempt from Federal taxa¬ 
tion; with a few exceptions, the bonds are also exempt from prop¬ 
erty and income taxes of the states where issued. In 1950, $945 
millions ol obligations o! housing authorities were issued. 

Difficulties in analysis of municipals. The analysis of municipal 
securities presents a number of problems to the investor not 
skilled in the intricacies of these obligations. Among these are: 
(I) the selection ol pertinent material out of the mass of economic 
and political information that is sometimes available, (2) the 
laek ol absolute standards useful in measuring risk, and the con¬ 
sequent reliance on the comparative merit ol an issue either in 
the light of other similar situations or of the past record of the 
government studied, (3) the difficulty of keeping in touch with 
the changing and complex field of municipal operations and fi¬ 
nance, ( I > the unsatisfactory and incomplete character of specific 
credit information, and (5) the complex legal considerations that 
arc olten involved. Nevertheless, in spite of these complications, 
a survey ol the most important factors of amount and trend of 
debt, assessed values, tax collections, proportions of the budget 
absorbed by debt service, and other factors will at least serve to 
determine whether a bond is high-grade, borderline, or low-grade. 

I he advice of dealers and services specializing in municipals is 
necessarx to enable the investor to determine a more exact rating 
and the- appropriateness of a particular bond in his particular porU 

I he approach to analysis taken in the ensuing discussion fol- 
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lows the same general order as in the previous chapter; namely, 
tests of ability to pay, willingness to pay, and legality. 

Ability to pay. 6 The first test of the investment position of a 
municipal bond, as in the cases of Federal and state bonds, is 
that of abilitj to pay. Since the dominant source from which cities 
d er 've revenues is property taxes, an analysis of the capacity of 
a municipality to meet its obligations involves primarily an ex¬ 
amination of its fiscal condition as shown in its financial state¬ 
ment. Although cities publish balance sheets that list the tangible 
property owned by the municipality and the balances in various 
funds, the all-important intangible asset of taxable resources is 
not included. Consequently, recourse must be made to the ex¬ 
pedient of a so-called financial statement that sets forth some of 
the salient factors indicating capacity to pay, to financial and 

budgetary statements, and to economic and industrial information 
concerning the area. 

The financial statement shows the amount of the city indebted¬ 
ness and the value of the property that may be taxed for city 
revenue purposes. The first major item that appears in the state¬ 
ment is the assessed value of the taxable property located in the 
municipality. In the statement on page 351, this item is listed 
at $211,500,000. In this particular instance, the total property 
value was $234,350,000, which sum included $12,600,000 in ex¬ 
empt private property and $10,250,000 in non-taxable city prop¬ 
erty. Franchise valuations are the values of that part of the 
property of public utility companies located on public property; 
these values are calculated on the basis of tangible property em¬ 
ployed and the intangible right to occupy the public property. 
Such property is usually subject to the same tax rate as real estate 
and is regarded as equally productive. Of the three classes of 
property listed, the value of real property, land and buildings, is 
of outstanding importance in all municipal statements. In most 
communities, tax officials find the problem of appraising personal 
property extremely difficult, with the result that payment is read¬ 
ily evaded. Real estate is therefore generally relied upon to pro¬ 
vide the bulk of tax revenue. 

'■ A comprehensive and detailed check-list of the factors to be considered in 
analyzing municipal credit is gi\en in Investment Bankers Association of America, 
Fundamentals of Investment Banking (New York: Prentice-Hall, Inc.. 1949), 
pp. 374-376. 
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MUNICIPAL FINANCIAL STATEMENT 
Specimen Figures-December 31, 1950 


Assessed valuation (90* basis) of taxable property; 
Real property .. 


$180,000,000 

4,500,000 

27,000,000 

Franchise values .. 


Personal property.. 


Total . 


$211,500,000 

Cross bonded debt ... 


$ 16,750,000 

Water bonds. 

$2,125,000 

Sinking fund . 

375,000 

2,500,000 

Net l>onded debt . 


$ 14,250.000 


Population (1910) . 110.300 

Population (1950) . 121 600 

Tax rate. $2.12 


Tat Collet lions 

Year 

V Uncollected at 

End of Ye ar 

'k Uncollected on 

Dec. 31. 1950 

1947 . 

15.8 

11.6 
in > 

3.1 

3.6 

1948 . 

1949 . 

1950 . 

1*3.i 

6.3 

4.6 

6.3 


I Ik- basis upon which property is assessed for tax purposes 
varies widely throughout the United States. Whereas some cities 
use a basis of KM) per cent of “true" value, others use a basis as 
low as -'ll per cent.' A study made io 1950. cove ring the principal 
Cities in the United States, showed a considerable dispersion, as 
indicated in tin* following table of selected areas: 


Ciiy 

Basis 

New York . 

I00S 

Chicago. 

100 

Buffalo . 

95 

Newark .... 

•HI 

St. Louis. 

80 



Basis 

Milwaukee .. 

71 % 

Dallas .. 

65 

Los Angeles 

50 

Oakland. 

35 

Minneapolis . 

34 


S-ur.e JM/s M>wu<:l of Ct*,mmemh 


' Actual market \ .lines iim> Im-(« 
ra, "> '*• 'XI |x-r u ni oi "Iruc 
°* market \uluc in .1 growing and 


." ,s, t r;,U > than “true” values; an assess- 

' due may In- in fail only 30 to 40 per cent 
desirable coniniunily. 
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With such variations in practice, it is readily apparent that the 
property values shown in municipal financial statements rarely 
indicate true value. Proper interpretation of such statements re¬ 
quires definite knowledge of the assessment basis used in each 
city. Debt percentages, as well as tax rates, for different cities are 
comparable only after adjustment for differences in assessment 
methods. A debt ratio (per cent of debt to property value) of 6 
per cent and a tax rate of 2.40 per cent in a city employing a 100 
per cent assessment basis are exactly equivalent to a debt ratio of 
9 per cent and a tax rate of 3.60 per cent in a city using a 67-per- 
cent assessment basis. 

Although property taxes provide the main source of municipal 
income, an increasing share of the total city revenue comes from 
rents for the use of city properties, fees for various services, and 
shares in state revenues from special taxes, such as mortgage, 
bank, and corporation taxes. Such revenues, however, are re¬ 
garded as being primarily available for operating expenses of the 
city rather than for debt service. 

Municipal tax power is limited by economics as well as by law. 
An unlimited legal power to tax might result in excessively high 
rates beyond the economic capacity of the taxpayers, and might 
thereby become ineffective. Municipal financial difficulties in 
past years in Florida and Washington, to take two widely sep¬ 
arated regions, have been due to the unfortunate combination 
of high tax rates and severe local depression. Unlimited tax power 
does not guarantee safety to investors. In most states, however, 
a maximum annual tax rate, restricting the charge to a reasonable 
limit, is imposed by law upon municipalities. As the general rule 
is that operating expenses take precedence over debt service, this 
tax limit seriously impairs the position of municipal bonds in the 
growing number of states which have imposed tax limits without 
excluding the cost of debt service on bonds. 

The gross debt, as stated, may or may not include temporary 
obligations to be paid out of tax revenue receivable in the near 
future. In the illustrative statement, the gross debt figure of 
$16,750,000 did not include $1,160,000 in tax anticipation war¬ 
rants. In like manner, the gross bonded debt of New York City 
on June 30, 1950, which amounted to $3,139,900,000, did not in¬ 
clude the following items: 
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Revenue bills .. $ 4,500,000 

Tax anticipation notes. 52.500.000 

Capital notes. 24.620,000 

Budget notes. 13.000.000 

$94,620,000 

In the majority of states, debt limits have been established 
that restrict the borrowing capacity of municipalities, ranging 
from as low as 2 per cent in Kentucky to as high as 20 per cent in 
Florida. I hose debt limits are usually based upon a maximum 
percentage of the assessed value of the taxable property in the 
district. In New York, the debt limit is 10 per cent of the 5-year 
average of the assessed valuation of the taxable real estate; h in 
Illinois, it is 5 per cent of the value of the taxable propcrti/ The 
general practice is to exclude self-supporting debt incurred for 
revenue-producing purposes, such as water service, and amounts 
set aside in the sinking fund, in the determination of debt limit. 
The balance remaining after such deductions is called the net 
<lel>t. The gross debt of New York City on June 30, 1950, included 
the following issues: 


rtir|x>se 

Outstanding 

Self-sustaining 

Rapid transit. 

iii . 1 

.... $1,261,500,000 

$ 584.300.000 

".iter supply 

621.200.000 

621,200,000 

Docks .. 

160,900,000 

60,400,000 

Ollier facilities _ 

92,900,000 

1,(XX),000 

(•eneral cil\ purposes .... 

. 690.100.000 


Assessment 1 Minds . 

•. .. 93,300.000 

- 

Total . 

... $3,139,900,000 

$1,266,900,000 


Although the total amount of bonds issued for revenue-producing 
purposes aggregated $2,156,400,000, only that part ($1,266,900- 
(MH)| which was actually self-sustaining or otherwise exempt was 
properly deductible in the computation of net debt. 

A further deduction of $.561,500,000 for sinking funds for other 
than self-supported debt is required in the New York illustration. 
These funds are held in the form of cash and marketable securi¬ 
ties, principally New York City bonds, included in the gross debt. 
In addition, $6,500,000 of housing bonds are chargeable to the 
housing debt limit. The remaining debt of $1,305,000,000 was the 

I'lt* .in uddit tonal 2 per c ut lor low-rcut housing development. 
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amount for which, in addition to the floating debt, taxes had to 
be levied, as compared with the total debt-incurring power of 
$1,738,800,000. To obtain the real debt burden resting on the 
property of New York would require the addition of overlapping 
debt. 9 


Tests of ability to pay, some of which are indicated by the 
illustrative statement, are as follows (these apply to general ob¬ 
ligations rather than to revenue bonds): 

1. Ratio of net debt to assessed value. The percentage ratio of 
the net tax-supported debt to the assessed value of the taxable 
property is shown in the illustrative statement as 6.74 per cent. 
This percentage is a useful indicator of municipal credit, although 
in comparing cities the ratio of net over-all (including overlap¬ 
ping) debt to estimated true value (adjusted for the tax basis) 
is desirable. In view of the widely accepted belief that large cities, 
because of the increased stability of revenue that comes from di¬ 
versified interest, are better credit risks than small cities, which lack 
such diversification, it is impractical to set any inflexible rule, 
which would generally apply, on the maximum net debt percent¬ 
age. Although 5 per cent is ordinarily regarded as a fair standard 
for a medium-sized city, 4 per cent would not be an unreasonably 
low limit for a small city, and 6 per cent would not be excessive 
for a large city. 10 The New York State law relative to municipal 
bonds as legal investments for savings banks places a population 
minimum of 10,000 in cities in adjoining states, and 30,000 in cities 
in other states, with a 12 per cent debt limit (based upon the 
assessed value of real property only and including the propor¬ 
tionate debt of overlapping districts) in both cases. Moreover, 
the New York law places no debt limit whatever on cities with a 
population of 150,000 or more, provided that the assessed valua- 


51 In addition to its bonded indebtedness, New York City unconditionally guar¬ 
antees (as of June 30. 1950) the principal and interest of $264,000,000 of bonds 
issued for low-rent housing projects. 

,u As reported in Moody's Governments and Municipals (1951), the median 
ratios of net tax-supported over-all debt to estimated actual value of properties 
subject to general taxation for cities of various sizes were reported as follows: 

16 cities over 500,000 . 5.6 per cent 

19 cities 300,000-500.000 . 5.8 

28 cities 150.000-300.000 . 4.8 

42 cities 100,000-150.000 . 4.4 “ 

117 cities 50.000-100.000 . 3.9 “ 
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tion of real property is in excess of $200,000,000 and that no tax 
limits apply to the debt service. 

The population figure shown in the illustrative statement is 
121,600. as reported in the 19.50 Federal Census. Reference to the 
preceding 1940 Census discloses an increase of nearly 11 per cent. 
As the average increase for the nation over the decade was con¬ 
siderably greater, it is at once evident that this city has not made 
favorable progress in this respect. Although a rapid rate of growth 
is a favorable sign, it is not without its disadvantages. City ex¬ 
penditures must keep pace with this increase in population, with 
the result that bond issues are almost continuous, new issues often 


coming on the market before the previous ones have been ab¬ 
sorbed. A condition of financial indigestion naturally tends to 
harm the position of all bonds of the city. The remarkable growth 
of Los Angeles and Houston during recent years was not entirely 
to the advantage of investors in bonds of those cities. 

2. Net (Icht per capita. This is another widely used “shortcut” 
indicator of debt burden and, hence, of ability to pay. This figure 
has serious limitations unless viewed along with statistics on 
government finance and on the wealth and income of the area. 
But when accompanied by figures on per capita assessed values 
and per capita tax receipts, it may appear that a large debt can 
be amply supported. In strict analysis, the combined (including 
overlapping) per capita net debt should be used, especially in 
comparing cities. 

I lie per capita debt shown in the illustrative statement is $117. 
While consideration must naturally he given to the relative wealth 
and income of the community in the use of this item for com¬ 
parative purposes, it is generally believed that a per capita debt 
of $200 is too high for convenient repayment by any municipality 
and that $150 is a reasonable maximum. 11 

3. Debt service requirements. The relationship of annual debt 
service req uirements (interest plus principal to he retired) to 


As r. pi.il. <1 in Mi-kIvs C ill,,,,,,,,,,,, 1 lunirimU (1951) t|,„ 

' " " C| «■' <Ma 1*1 |..|»U I.., <iii,-s „| various sizes were; 

10 til Its mcr 500.000 . 

10 l ilies 300,000-500 ono .’ ” < MJ 

< *!«•' iso.ooo-.ioo.ooo. 7, 

12 tila-v 100.000-150,00,1 . . * -Q 

117 cities 50,000-1 00 ,l «)0 . 73 
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total annual revenues indicates the ability of the municipality 
to cover its fixed charges. Students of municipal finance believe 
that this ratio should not exceed 25 per cent of the annual budget; 
any higher ratio would place the unit in a precarious position if 
revenue collections were to decline substantially. 

4. Trend of debt; debt retirement policy. The trend of the debt 
of a municipality furnishes a good indication of the fiscal policy 
of the unit. The debt may not have reached unusual proportions 
up to the present, but if it has been increasing steadily for a num¬ 
ber of years, difficulties such as were encountered by many muni¬ 
cipalities in the early 1930s could be disastrous. If a community 
that weathered the storm at that time has reduced its debt since 
then, it is likely to be able to stand any financial adversity that 
may come along. 

Policies and requirements concerning debt retirement should 
be examined carefully. The retirement of about 25 per cent of the 
outstanding debt within the ensuing five years is highly desirable. 
Where debt can be retired at this rate within a debt service ratio 
of 25 per cent of the annual budget, sound financial administra¬ 
tion is evident. The use of serial bonds contributes greatly to 
regular retirement and a balanced debt structure. 

5. Limitations of debt and tax rate. Reference has been made 
previously to the statutory debt limits, in terms of assessed value 
of taxable property, that are imposed on municipalities in most 
states. These would seem to impose restrictions that would keep 
the debt within conservative limits. But in some cases the legal 
limits have been set so high that they provide little restraint upon 
the issue of debt. And even when the limits are reasonable, eva¬ 
sion is often relatively easy. Assessments can be raised, special 
districts can be created (unless the state has set an over-all debt 
limit), or revenue bonds may be issued bv the unit itself or bv 
an authority created especially for this purpose. But while debt 
limits provide little protection, the investor should exercise cau¬ 
tion in purchasing bonds of units whose debts are close to the 
legal limit. A net debt limitation of 10 per cent of assessed valua¬ 
tion is desirable, for it precludes unlimited borrowing. 

Of much more importance are the limitations on taxing power, 
expressed as a per cent of valuation or in dollars per $1,000 of 
valuation, that are imposed in many states, either in the constitu- 
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tion or bv special statute or by municipal ordinance. The purpose 
of such limitation is to keep the tax rate down and to keep the 
borrowing of the municipality within reasonable bounds. But the 
result may be to impair the credit of the municipality. If the mu¬ 
nicipality has reached the limit, it must either increase the 
assessment or turn to other forms of taxation, or it will be handi¬ 
capped in keeping up its services and meeting its obligations. 

In appraising the tax limitations, it is important to note whether 
the limitations apply to taxation for all purposes, including pay¬ 
ment of debt, or whether debt service is excluded. Nevada pre¬ 
scribes a limit ol fixe cents per dollar ol assessed valuation for 
all purposes; but New York exempts the debt service from the 
limitation of a total tax rate of 2 per cent ($20 per $1,000). 

ITom the standpoint of the investor, unlimited -tax bonds, which 
permit the municipality to draw adequately on its resources, are, 
of course, to be desired, provided that there is a restriction on 
total debt-incurring power and that the affairs of the unit are 
managed efficiently. Limited-tax bonds may produce a higher 
yield, but the restrictions they impose may be too serious to be 
compensated by a slightly higher income. 

fi. I he actual tax rate. II there is any legal limit on the amount 
of tax that may be levied for operating purposes, the investor 
should check to see whether the present rate is so close to the 
hunt as to create embarrassment if expenses increase or assessed 
values decline. But exon if there is no limit, a high or increasing 
rate may indicate trouble. If the rate is at an all-time high, there 
may be resistance on the part of taxpayers, with a resultant loxver- 
ing ol the rate ol tax collection. 

TIh- nominal lax rale must, of course, Ik- adjusted for the bases 
on which property is assessed. The tax rate of $2.12 shown in the 
illustrative statement is based upon an assessment rate of 90 per 
cent of lull value and is therefore equal to a tax rate of $ 1.91 at 
lull value. Comparisons of rates are misleading unless proper 
adjustment is made lor different bases. An over-all lax rate of 

$1.50 ($35 per $1,000 of true valuation) is suggested as a maxi- 
mum. 

7. The tax collection record. It is thing lo | taxes an( | 
sometimes another to collect them. The investor should examine 
. .. i ‘"‘ l "‘'"'I "f the deficiency in tax collections 
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The data which appear in the specimen statement indicate that 
collections have been improving throughout the four-year period. 
The city collected in 1947 about 84 per cent of the taxes levied 
during that year, about 88 per cent in 1948, about 90 per cent in 
1949, and over 93 per cent in 19.50, Bv the end of 1950, the city 
had collected 97 per cent of the 1947 levy, 96 per cent of 1948 
taxes, and 95 per cent of 1949 taxes. A tax collection record of 
85 per cent during the year of levy is regarded as favorable in 
some communities such as Chicago, and a record of 90 per cent 
or higher is regarded as excellent. In others, as in California, such 
a record would be considered unfavorable. The older the de¬ 
linquencies become, the harder they are to collect. A large volume 
of taxes over a year old should be closely watched. It may indicate 
faulty collection machinery, unaggressive collection policy, in¬ 
sufficient income in relation to government expenditures, or the 
presence of unproductive real estate. During the early 1930's, the 
delinquency in some municipalities was as much as 25 or 30 per 
cent. In most cases at the present time, the tax-delinquency fig¬ 
ures are low. 

8. General economic factors. Where information is available, 
the general economic condition and resources of the municipality, 

income, wealth, types and diversification of in¬ 
dustries, payrolls, and other factors, should be examined. Infor¬ 
mation on such matters in the typical prospectus describing an 
offering of municipal bonds is very sketchy indeed. The invest¬ 
ment manuals often provide considerable detail, but it is difficult 
to relate to the appraisal of a particular bond at a particular yield. 
Here again, the investor is likely to rely on the investigation of 
the issue that has been made by the offering house. 

9. The character of public administration. The standing of the 
public officials in the city, their training, experience, and record, 
and the completeness and frankness of their financial reports are 
important factors in municipal analysis. The more tangible tests 
applied to the unit may reveal a sound basic credit situation, but 
mismanagement of the city’s affairs may lead to difficulties in the 
future. 

Willingness to pay. The second test of a municipal bond is that 
of willingness to pay. Since municipalities may be sued, the test 
is less important than in the field of state debt. Communities re- 
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luctant to meet their obligations, however, can place manv ob¬ 
stacles in the legal path of insistent creditors. Valid municipal 
bonds are enforcible obligations from a legal viewpoint. Creditors 
holding such bonds in default can sue in a court of jurisdiction 
and can obtain judgment. If no property is available for attach¬ 
ment. a writ of mandamus can be obtained, requiring the city 
authorities to levy and collect additional taxes to cover the claim, 
or to face commitment to jail for contempt of court. Although 
such power of collection seems complete, even the final alternative 
has proved ineffectual in certain instances. 


V illingness is a matter of conv enience and good faith. Con¬ 
venience is largely a matter of capacity, whereas good faith is a 
matter of character. Capacity may best be judged from the finan¬ 
cial condition of the city and character from its financial history. 
A strong financial statement and an excellent debt record are 
therefore the best indications of willingness to pay. 

Inability to pay is too frequently pleaded as a subterfuge for 
unwillingness to pay. The numerous municipal defaults that oc¬ 
curred in Florida subsequent to the collapse of the land boom 
m that state in 1926 were due chiefly to inconvenience in payment. 
While it is true that conservative debt limits were completely 
ignored bv many Florida cities, in some cases running above 20 
per cent of property values, and that a 20 per cent debt in boom 
dav s became a 10 and even a .50 per cent debt in depression days 
loo manv cities preferred default to substantially higher tax 
rates ' for il ustration. Miami defaulted in 1930 because annual 
revenues of about $4,400,000 were inadequate to cover the debt 
service charge of about *5.(XX).00<) after payment of general oper- 

;"mg ex P c Vf» VWm. A 25 per cent increase in tax 

levaes would not have hcen disastrous, especially in view of the 

>7.7'' P™ reduction in assessments, and would have 
avoided default. The investment tragedy of municipal bond de- 

. J “WW'R in excess of 3200,000.000, in 30 important 
lor.da cities in 1930 was not wholly an economic problem 
Municipal bond defaults have by no means been confined to 
lo da, however. Hclcrence has previously been made to de¬ 
faults uU;,x district bonds in California, Texas, and Washington. 

... TO™ . . *>89.000,000 in' 1928 
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A most unfortunate series of litigations involving assessment 
methods brought Chicago to the brink of receivership in 1932 
because of delays in tax collections between 1928 and 1931. The 
prolonged depression in the textile industry, extending for almost 
a decade, compelled Fall River, Massachusetts, to default in the 
payment of three short-term issues in 1930, which, however, were 
paid m full with the proceeds of a funding issue in 1931. 

The earlier history of the United States includes numerous ex¬ 
amples of municipal bond defaults. Although most of these de- 
aults were in newer communities in the development stage, the 
list includes several important cities. This early experience was 
almost as valuable as it was costly, in that it formed the basis for 
subsequent legislation, in state constitutions and city charters, 
designed to prevent a repetition of past errors. One wholesome 
lestrietion is the prohibition of public credit for private enterprise. 

The observation is pertinent at this point that inability to pay 
because of inadequate revenues arising out of tax-limit legislation 
should more properly be termed unwillingness to pay. As was 
previously indicated, investors should show a decided preference 
for the bonds of those communities that have obligated them¬ 
selves to pay their bonds with no limitation as to taxes for such 
purpose. 1 ax-limit legislation once placed a large southern city in 
a position to force bondholders to accept a compromise that gave 
them only one-half of the face value of their bonds in new bonds 
at a lower interest rate. 

Another observation may further be in order, that willingness 
to pay is correlated with the enjoyment of the benefits to be de¬ 
rived from the improvement. The practice on the part of some 
municipalities to place maturity dates on bond issues beyond the 
estimated normal life of the improvement is not wholesome and 
may readily result in unwillingness to pay at the designated time. 

In pleasant contrast to the many illustrations that might be 
cited of unwillingness to pay on the part of municipalities, nu¬ 
merous examples might be cited to the contrary. Many cities 
maintained the integrity of their credit ratings through a drastic 
reduction in operating expenses even to the point of severe in¬ 
convenience to the community welfare, and, at the same time, 
actually lowered the tax burden upon property owners. It is also 
pleasant to record the many instances where grave disasters such 



MUNICIPAL BONDS 


361 


as fires, floods, and earthquakes did not prevent the full payment 
of maturing obligations. Good faith is an excellent municipal asset. 

It is difficult to suggest specific indicators of willingness to pay, 
as contrasted with ability to pay. The debt record, the tax-collec¬ 
tion record, the fiscal policies of the municipality's administration 
in the face of adversity are suggestive, however. Cities like De¬ 
troit, Mobile. Atlantic City, and other prominent units were 
forced to default in the early 1930 s but subsequentlv put through 
refunding programs, and their credit has been redeemed. It Is 
hoped that the lessons learned in these cities and elsewhere have 
been thorough enough to prevent similar difficulties in the future. 

Legality of issue. I he third test of a municipal bond is that of 
legality of issue. Validity is of prime importance, first, because 
creditors are allowed to sue municipalities to compel payment, 
and, second, because a municipal bond that has been illegally 
issued is invalid and noncollectible. Although instances are to be 
lomid where courts, to protect innocent investors who have acted 
m good faith, have held some municipal bonds with minor tech¬ 
nical defects as valid obligations, the general rule is that buyers 
<>l municipal bonds do so at their own risk and mav not plead 
ignorance should illegality later be established. As all negotiations 
involving the issuance of municipal bonds are open to public in¬ 
spection. and the laws regarding such issues arc matters of record, 
a |>l«»a of ignorance of any defect would not be an acceptable 
basis in a suit for collection. 

Cases involving illegality of issue of municipal bonds mav 
iisualK be divided into four groups. The authority of issue mav be 
inadequate under the powers granted to the city. The purpose of 
wsnr may be outside the legitimate objectives for which bonds 
may be issued. I he process of issue may have violated anv one of 
a score of minute details required bv law. The restriction of issue 
may llave ignored in the issuance of bonds to an aggregate 
amount beyond the legal debt limit of the city. As the investor 
is rarely in a position to pass upon such questions of a legal nature 
he must rely upon the advice of qualified attorneys. 

The procedure followed in the issuance of municipal bonds 
"mst be n. strict accordance with legal requirements. The en¬ 
abling ordinance must be properly drafted and introduced at a 
h-gal meeting of the city council, approved in turn by the finance 
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committee, the council, and. in many cases, a public referendum. 
The bond offering must be advertised for public sale (private 
sale is occasionally permitted), sealed bids submitted, and the 
award properly made. The bond instruments must agree in all 
details with the provisions of the ordinance. Failure to observe 
anv one of the many technical requirements of the law in each of 
these steps endangers the validity of the obligation. As municipal 
law is a distinct part of the legal field, investors should be assured 
not only that outside counsel has carefully checked and approved 
the legality of issue, but also that the particular counsel has a 
recognized reputation in municipal finance. So important are both 
of these phases that experienced investors in municipal bonds 
will buy only those issues that have been approved by certain 
attorneys. In this connection, it is significant to observe that fewer 
than 50 law firms in the entire United States have gained a na- 
tional reputation in this field. 

A delivery of municipal bonds from seller to buyer should be 
accompanied by a certified copy of the opinion of the law firm 
that approved the issue. The opinion states that the attorneys 
have verified all matters with respect to authority, purpose, 
process, and restriction of issue, and that adequate revenues can 
be made available for debt service. To save the time involved in 
such thorough investigation and thus to enable the bonds to be 
immediately offered to investors after the award has been made, 
many cities add a validation clause to the instrument, which con¬ 
stitutes a predetermination of all points that might be made the 
basis of litigation. Under the doctrine of estoppel, cities are there¬ 
by prohibited from advancing any claim of illegality at a later 
date. The effectiveness of such validation, however, is not uniform 
in all states. 

Form of municipal bonds. The leading features of public bonds 
are usually prescribed by statute. Municipals are issued in both 
coupon and registered forms; in some cases, the denominations 
of the latter type run as high as $1,000,000. Although there is a 
substantial volume of term bonds, the majority of municipal 
bonds mature serially, cspecialh where the proceeds are used to 
finance depreciating assets. Sinking funds for bond amortization 
are becoming generally less popular, although a few large-scale 
borrowers find this type somewhat easier to sell. It is, of course, 
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in the interest of the investor that the sinking fund appropriations 
he used principally to retire the precise bond issues for which 
the funds are established. 

The later municipals provide the call feature, making possible 
redemption before maturity for general or sinking fund purposes. 

Under modern legislation, municipalities are rarely permitted 
to issue bonds with maturities beyond the estimated period of life 
of the improvement financed. 1 New York State in 1939 followed 
the example of New Jersey and other states by enacting legislation 
specifically limiting the maturities for which municipalities may 
issue bonds. The limits set under the New York law are shown 
in the accompanying table. 


NEW YOKE BOND MATURITY LIMITS 


Airports. 10 years 

Apparatus, lire and police 5 years 

Bridges . 10 years 

Buildings: 

Fireproof . 30 years 

Not fireproof . 15 years 

Additions . 15 years 

Alterations . 10 years 

Ducks . 50 years 

Electric plants. 2(1 years 

Gas plants . 20 years 

Crack 1 crossings . 30 years 

Parks: 

Land. 30 years 

Improvements . 10 years 

Rapid transit railroads . 50 years 

Hoads and streets: 

Sa,, d . 5 years 

Concrete. 10 years 

Sewers and incinerators. 20 years 

Water supply. 50 years 


The market for municipal bonds. New issues of municipal 
bonds are usually sold to investment houses that specialize in 
state and municipal obligations and to commercial banks, which 
are permitted, under the National Banking Act, to act as prin¬ 
cipals (underwriters) in the purchase of municipal bonds (with 
respect to general obligations only). The dealers and “dealer 


1 II.. town of Wist Funns (now i„ New York City) issued street improvement 

. . , 2 * ‘ '■ us lat. r. in 2147! The streets improved under this 

l<M " u ,U h: ' v ‘- r « Lid .,! least 10 lin.es More the loan is repaid 















364 


MUNICIPAL BONDS 

hanks” then retail the bonds to investors and maintain an over- 
the-counter market in them. 

After the details of an issue, including its denomination, ma¬ 
turities, and other aspects of its form, have been determined by 
the administrative officials of the issuing unit, an official notice 
is published that offers the issue for sealed competitive bidding. 
The Daily Bond Buyer is widely used in this connection to reach 
the bond trade. Unless the offer is accompanied by a legal opin¬ 
ion that the bonds are legally and regularly issued, it is almost 
invariably the practice of bidders to bid subject to subsequent 
approval of legality. Usually the bid of the house or joint account 
(syndicate) that shows the lowest net interest cost to the issuer 
is accepted. 

The next step is for the bidder who purchases the bonds to re¬ 
offer them (at a slight mark-up) to buyers of municipal bonds. 
The offering circular provides a bare minimum of information, 
including the financial statement of the municipality and possiblv 
some data on the industry and the general economic condition of 
the area. The brevity of municipal bond circulars is in sharp con¬ 
trast to the completeness required in new corporate security 
offerings under the Federal Securities Act. 

Municipal bonds are usually offered (and later traded in) on a 
yield basis , that is, the price is indicated as a yield to maturity 
rather than in dollars. During recent years, with short-term in¬ 
terest rates lower than long-term, the early maturities have sold 
at lower yields than have the later ones. 

'I he trading in outstanding state and municipal bonds is carried 
on over the counter through dealer houses specializing in these 
securities and through municipal bond brokers who serve as con¬ 
tacts between dealers. For trading purposes, the daily Blue List 
of Current Municipal Offerings is of great value in that it lists the 
current offerings of most municipal houses. The minimum round- 
lot unit of trading is $5,000 par value. 

As in the case of state bonds, the market for municipals is in¬ 
stitutional (banks, insurance companies, and trustees) and among 
individuals seeking their tax-exempt feature. The table on page 
335 in the previous chapter indicates the major owners of state 
and municipal bonds. 
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The tax position of municipal bonds. Income from all classes 
of municipal bonds, whether general-lien, assessment, or revenue 
obligations, issued by municipalities, special districts, or authori¬ 
ties is regarded as exempt from all Federal income taxes under 
prevailing regulations. This exemption feature is of particular 
value to wealthy inv estors whose incomes are subject to the heavy 
tax rates which now prevail. In view of the natural tendency on 
the part of such investors to avoid income taxes through investing 
large sums in tax-exempt bonds, especially in the municipal field 
where the greatest opportunity lies, repeated efforts have been 
made to remove this exemption feature from such issues, but with 
no success. 

The position of municipals with respect to state personal prop¬ 
erly or intangible taxes, and state personal and corporate income 
taxes, is not uniform. In general, however, a state obligation or 
the income therefrom is not taxed in the state of issue, nor are 
the obligations of subdivisions in that state. Obligations of other 
states and subdiv isions thereof are sometimes taxed in other states, 
sometimes exempt. 1 * 

As in the case of state bonds, the yield on a municipal bond 
reflects (I) its quality, (2) its tax-exemption status, (3) its ma¬ 
turity. and ( I i the forces of supply and demand prevailing at the 
time. It is, ol course, the exemption from Federal income taxes 
that causes the yield on high-grade municipals to be less than 
that on l nited States Treasury obligations of equal maturities. 

As a class, municipal bonds are regarded as high-grade invest¬ 
ments, but there is a wide range of quality which does not exist 
in the case of state* obligations. The average investor, if his tax 
bracket is such as to warrant interest in the low-yielding tax- 
exempt securities, should confine his purchases to the general-lien 
bonds of the larger and stronger cities of the nation. The lower 
grades ol municipals should be bought only by individuals fa¬ 
miliar with the issuing community. 


.»n unolli, ...I NlaU-hy.state survey ol the tax status of state and municipal 
• C.. J. )r\me 6c Co.. Slate and Municipal Securities (New York: C. I. 


'' For 
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CHAPTER 22 

FOREIGN SECURITIES 


Scope. The purpose of this chapter is to discuss the investment 
position of foreign securities in the United States. The emphasis 
is on foreign government bonds. The order of discussion is: (1) 
types of foreign investment, (2) volume of foreign investment, 
(3) reasons for purchase of foreign bonds, (4) special factors in 
analysis, (5) tests of quality—foreign public issues, (6) the de¬ 
fault record of foreign issues, (7) foreign corporate issues, (8) 
barriers to the revival of private foreign investment, (9) protec¬ 
tive agencies, (10) bonds of the “World Bank,” (11) prices and 
yields, (12) investment position. The discussion is much shorter 
than would have been appropriate 25 years ago. 

Types of foreign investment. Long-term private American in¬ 
vestments in foreign countries (as contrasted with government 
credits, grants, and loans) are divided into two main classes: (1) 
direct investments, consisting of corporate and individual hold¬ 
ings of foreign properties and investments in foreign branches 
and subsidiaries, (2) portfolio investments, consisting of foreign 
government bonds offered publicly or privately in the United 
States and bonds and stocks of foreign corporations. Control of 
most direct foreign investments is retained in the United States; 
control of portfolio investments is in other than American hands 
in the sense that the investor depends solely on the foreign obligor 
to pay them back. 

Foreign government and corporate bonds can be further classi¬ 
fied as (1) dollar obligations, that is, those whose interest and 
principal are payable in the United States in dollars—these are 
external loans from the standpoint of the borrower, and (2) securi¬ 
ties issued in foreign countries and payable in the currency of the 
issuer—these are internal bonds from the standpoint of the bor¬ 
rower. A few foreign government issues are payable in several 
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currencies and arc known as multiple-currency bonds. Most for¬ 
eign government bonds are unsecured. 

Volume of private foreign investment. At tlie end of 1948, the 
total value of private long-term investments abroad was estimated 
at $15.3 billions.' Of this total, direct investments constituted 
SI 1.4 billions and portfolio securities $3.9 billions (in market 
value). 3 At the end of 1919 the total had been $6.5 billions, and 
during the period 1920-1948 a net additional value of $7,3 billions 
in direct and $4.0 billions in portfolio securities was added; but 
there was actually a loss in value of portfolio securities of $2.5 
billions during the period. 

During the 1920s, American investments abroad increased bv 
approximately $11 billions, of which about 70 per cent was repre¬ 
sented by portfolio securities (net after refunding). These were 
mainly foreign government dollar bonds sold to American in¬ 


vestors on the appeal of unusually high yields. The world-wide 
depression brought to a virtual halt the flotation of foreign securi¬ 
ties, which totalled about $1 billion (mostly Canadian issues) 
during the 1930's. Repatriation by foreign governments and na¬ 
tionals, often through repurchase of defaulted securities at sub¬ 
stantial discounts, brought a return flow of about $1,3 billions of 
securities capital during the same period. From 1940 to 1945, net 
purchases aggregated but a fraction of those of the record twen¬ 
ties. By the end of 1945, the par value of foreign dollar bonds held 
was about $2 billions. In the post-War years there 
has been a substantial increase (about S3 billions) in direct invest¬ 
ment, but the purchase and sale transactions of foreign securities 
have kept their volume in approximate balance. In 1949 and 
1950, only one foreign borrower, Canada, sold issues publicly in 
the United States. 


In the post-War period, foreign governments borrowed exten¬ 
sively in the United States, but the bulk of total foreign (long- 
term) transfers was in the form of grants and credits bv our 
Federal Government or its sponsored organizations. In the period 
July 1 1945, through December 31, 1950, net foreign aid in this 
torm (under EGA, Point IV program, Export-Import Bank, In- 


' Survey of Current Business. November, 1949, p. 19. 

, . n ,,riva ‘ e dir «*t investments abroad at the end of 1949 were valued at <iio s 
billions. Survey of Current Business. January. 1931, p. 20. $ 5 
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ternational Rank for Reconstruction and Development, and all 
other means) totalled S2/.8 billions/ The Federal Government 
has replaced the private investor as the chief supplier of American 
capital abroad. 

The following table shows the amount of United States pur¬ 
chases of foreign capital issues publicly offered in the United 
States from 1920 through 1949 by five-year periods. 


UNITED STATES PURCHASES OF FOREIGN ISSUES 
PUBLICLY OFFERED, 1921-1949 
(Dollars in millions) 


Period 

No. of 
Issues 

Estimated 

New 

Nominal 

Capital 

Estimated 

Refunding 

to 

Americans 

Total 

Nominal 

Capital 

1921-1925 

360 

$2,466 

$566 

$3,032 

1926-1930 

985 

5,289 

859 

6,148 

1931-1935 

69 

334 

194 

528 

1936-1940 

46 

83 

373 

456 

1941-1945 

21 

30 

169 

199 

1946-1949 

22 

332 

309 

641 


Source: United Stales Department of Commerce. Bureau of the Census. Statistical Abstract 
(annual). 


Most potential foreign borrowers must continue to look to gov¬ 
ernment and semi-governmental institutions for accommodations, 
because the general investment background of most foreign 
countries precludes new public financing in American markets at 
reasonable interest rates. 

The appeal of foreign securities. Although most American in¬ 
vestors, even in the 1920’s, were content to keep their money at 
home and were reluctant to subject their funds to the risks of 
foreign commitment, the quantity of foreign securities formerly 
placed on the American market is evidence of strong compulsion 
on the part of many. This appeal stemmed from a combination of 
several factors: 

1. Higher income. Capital flows naturally toward the places 
where it is most highly valued. When foreign securities are offered 
to American investors at yields substantially in excess of those 
obtainable on domestic issues of apparently comparable quality, 

Survey of Current Business, March, 1951, p. 16. 
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there is a strong inducement for investors to enjoy the extra re¬ 
turns. That the higher yields reflect a greater degree of risk may 
be overlooked. 

The coupon rates and price ranges of selected foreign dollar 
securities outstanding in 1930 illustrate the substantial differential 
that existed between these issues and long-term United States 
Treasury bonds which at that time were yielding around 3J4 per 
cent: 


Republic of Argentina 6 s of 1961. 94V101 

Commonwealth of Australia 5's of 1955 . IK) - 97 

Republic of Austria T's of 1943. 100?i-105 

Belgian T’s of 1956 . 104V1065 

Brazil 65‘s of 1957 . 70 - 96S 

Canada 5's ol 1952 . 99 V1055 

Chile 7\ of 1942 . 96 -103 

France 75's of 1941. 109V119 

Netherlands 6$ of 1972 . 102V108 

Tokio 5S\ of 1961 . 83 V qqjj 


l nfortunatclv, the high yields available on many foreign securi¬ 
ties prosed to be not nearly high enough to compensate for the 
spetial hazards that forced these bonds into default in the 1930s. 

2. Desire for international diversification. The spreading of risk 
through diversification is a time-honored protective measure that 
induced many American investors to enter into the purchase of 
foreign bonds. 

3. Trade factors. Nations making diligent efforts to expand their 
foreign trade must make available adequate arrangements for 
financing such trade. American funds “followed the flag” in the 
sense that exports were encouraged bv willingness to finance for¬ 
eign government and corporate needs. In assisting the develop¬ 
ment of foreign trade, however, the American investor was 
tempted to discard investment standards. 

I. Sentiment. Many American nationals were interested in for¬ 
eign securities as a phase of their interest in world rehabilitation 
and the development of American leadership as a creditor nation. 
In addition, a large share of the immigrant population retained 
an inherent loxaltx to the fatherlands and was willing to invest 
savings in the securities ol the latter countries. 

5. Profits for underwriters. I he underwriting margin on the 
sale- ol foreign securities has traditionally been substantially above 
the margin on domestic issues. As a consequence, investment firms 
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in the 1920s were induced to distribute more foreign issues than 
the quality of the securities or the position of their investor-clients 
would warrant. Gross margins as high as 13 per cent on foreign 
issues sold in the United States were not uncommon. Competition 
among these houses for foreign issues prevented the careful 
scrutiny which all new financing, especially in the international 
field, requires, and, incidentally, led many foreign countries to 
borrow extravagantly. 

Special factors in foreign security analysis. The difficulty con¬ 
fronted in the investment analysis of a foreign security is the ne¬ 
cessity of using extra dimensions beyond the measurements 
employed in domestic analysis. A given set of conditions is ac¬ 
cepted as applicable to all domestic securities. Uniformity of 
fundamental factors, such as law, currency, governmental sta¬ 
bility, and commercial procedure, permits the domestic analyst 
to devote his entire time to an intensive study of the security 
itself. The almost complete lack of such uniformity in the world 
at large compels the foreign analyst to make an extensive study 
of numerous factors which are quickly passed over in the domestic 
field. 

The world has no international code of laws, ethically or morally 
speaking. The American investor in domestic securities has the 
uniform protection of the Federal Constitution behind all of his 
commitments. He is reasonably sure to receive fair treatment in 
any court action under laws with which he is conversant and 
which he is obliged to respect. The investor in foreign securities 
does not have an equal measure of assurance. Not only are foreign 
laws different, but courts of jurisdiction naturally have a friendly 
bias to domestic debtors. It is perhaps as unreasonable as it is 
unwise to assume that foreign laws conform with American 
practice. 

The currency problem is troublesome because of instability of 
the values of the respective units. The inability of the leading 
nations of the world to keep their currency on a firm basis has 
caused great monetary confusion. The depreciation in the value 
of the national currency directly harms the position of the securi¬ 
ties of the country through the increase of the burden of debt 
serv ice. Currency fluctuation adds another variable to the problem 
of foreign analysis. 
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Governmental stability is a third additional factor of high im¬ 
portance in foreign investment. So unsettled have national gov¬ 
ernments become that a veritable epidemic of revolutions has 
occurred in recent years. The list of countries that changed their 
governments by force after the First and Second World Wars is 
both impressive and significant. In some cases, the new adminis¬ 
trations have fully honored the debts of the old regimes; in other 
eases, less fortunate developments ensued; but in all cases, invest¬ 
ment values have been impaired. 

Lack of the reliable information required for careful analysis 
is an important special hazard that confronts the investor in for¬ 
eign securities. Information with respect to trade, resources, tax 
revenues, total debt, and other vital matters is not easily obtain¬ 


able in times of peace and is practically unavailable in times of 
war. Two major factors have upset the whole field of foreign in¬ 
vestment in recent years: (1) the world-wide depression of the 
1930’s and the inability of many nations to make a satisfactory 
recovery; (2) the terrible effects of World War II on economic 
values, political stability, and national morale. A return to a sub¬ 


stantial outflow of private American funds to the bulk of foreign 
countries must await the highly uncertain return to a relatively 
peaceful world. In 1952 such a prospect was dim indeed. 


Public issues. American participation in foreign securities has 
been confined, to a major extent, to the dollar bonds of govern¬ 
ment bodies, including nations, states, and municipalities. The 
tests of quality are the same as in the domestic field: ability to pay, 
willingness to pay, and legality of issue. Ability to pay is indicated 
by several factors discussed below, willingness to pay by the 
default record, and legality of issues in the pertinent legislation. 

Ability to jxiij. The ability of a foreign government to service its 
debt abroad depends first upon the availability of revenues with 
which to purchase the necessary exchange. The sources of revenue 
of foreign states are similar to those previously discussed in con¬ 
nection with domestic public loans, with some noteworthy addi¬ 
tions. In some countries, export taxes are levied upon the shipment 
of raw commodities, such as on coffee in Rra/.il, on tin in Bolivia, 
and on nitrates in Chile. In other countries, monopolies have been 
established on important articles of popular use, such as salt, 
tobacco, and matches, whereby the government directly, or indi- 
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rectly through franchise grant, controls the market and profits 
through the maintenance of artificially high prices. In numerous 
instances, countries of inferior credit standing have issued bonds 
secured by a prior claim upon revenues from such special sources. 
Experience has taught, unfortunately, that this priority is not 
always observed when other sources of revenue fail. Creditors can¬ 
not seize specific security or pledged revenues. 

The revenues available for foreign debt service depend not 
only on the gross tax income of the borrower, but on the total 
burden of debt, both internal and external, that must be sup¬ 
ported by such income. Where a choice has to be made, default 
on external debt is likely to be preferred to internal default. This 
is especially the case where unstable or uneconomic governments 
are unable to collect sufficient revenues or to control expenses, 
Default on external debt service is the easiest solution for an un- 
balanced budget. 

Equally important is the amount of dollar exchange available 
for purchase from state revenues for the purpose of meeting in¬ 
terest, sinking funds when due, and principal at maturity. The 
supply of this exchange depends, in turn, on exports and services 
rendered to foreign nationals. The conventional key to this supply 
is found in the balance of international payments. 

When internal depreciation of the debtor country’s currency 
has occurred, the cost of such dollar exchange is, of course, magni¬ 
fied. The fluctuating exchange rates that have characterized the 
post-War period have exaggerated the difficulty of many foreign 
countries by making dollars very expensive, even though substan¬ 
tial sums of local funds could be raised. All factors contributing to 
a varying and declining foreign exchange position-both eco¬ 
nomic and political—thus have a bearing on a country’s ability to 
pay obligations held abroad. 

Willingness to pay. Willingness to pay is fully as important as 
ability to pay, for the foreign government cannot be sued, and 
the application of pressure by private holders of its bonds abroad 
is difficult. A government that wants to pay will tighten its belt 
and keep its credit good at all costs. Finland, Australia, France, 
the Netherlands, Switzerland, and Sweden provide examples of 
fully maintained payments on dollar bonds in the face of adversity. 
Norway and Denmark, although occupied by the enemy in World 
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War II, managed bv great efforts to find a sufficient amount of 
dollar exchange to pay the continuing interest on dollar bonds. 

The sense of moral obligation that moves some countries to 
fulfill their promises, and the lack of it that has been partially 
responsible for the dismal debt record of others, springs from a 
variety of sources: education, character, experience and ability 
in foreign transactions, political stability, and pride in reputation. 
The dominating importance of good faith in international finance 
has been admirably stated by the late Dwight W. Morrow in an 
analysis which is a classic of its kind: 1 


may ask me what then is the security for a foreign government 
loan. I he answer is clear. Loans are made to foreign governments in 
reliance primarily upon the good faith of those governments. The 
intelligent investor recognizes that in the long run a government that 
defaults upon its obligations hurts itself even more than it hurts its 
creditors. Even where specific taxes or customs are allocated for the 
service of a loan the main reliance of the creditor must he upon the 
desire of the debtor government to see the particular revenues main¬ 
tained and made available. Even where a foreign expert is placed in 
charge of revenues the arrangement is helpful only when made with 
hearty concurrence of the debtor government, and with the belief and 
expectation on the part of the debtor government that the fiscal ar¬ 
rangement will redound to its own advantage. 

Yes. it is upon good faith that lenders to foreign governments rely. 
And I need not say to a group of business men that it is upon good 
both also that you rely in almost all of your domestic dealings. It is 
true that there is a sanction ultimately applicable to domestic contracts. 

1 he proper legal steps may be taken, the breach of contract may be 
proved, and execution may be issued through the sheriff against prop¬ 
erty of the domestic debtor who fails to pay. But you do not in practice 
put much reliance upon the help of a sheriff in enforcing your contracts, 
ion do not willingly deal with one upon whose property vou expect 
to have to levy execution. In the overwhelming majority of vour busi¬ 
ness transactions you must rely upon the ability and the willingness of 
your debtor to pay. On no other principle could modern business be 
conducted. 

In international loans there is no ultimate effective sanction analo¬ 
gous to the domestic sheriff. But there still remains our reliance upon 
good faith, our reliance upon that law which is older than statute law 
-the acknowledged customs of mankind. The credit of governments 
is not easily built up. It may easily be shattered. And it must never be 

1 From The Investor in Foreign Bond*” 

A mil 23. 1926. 


an address made by Mr. Morrow ou 
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forgotten that there are rules of conduct accepted by the silent ap¬ 
proval of civilized men, the breach of which hurts the one committing 
the breach much more than the one against whom it is committed. We 
rely in short upon good faith. If good faith cannot be relied upon it is 
better that the loan be not made. 

Defaults on foreign public issues. In contrast to conditions in 
the domestic field, where default means failure to pay interest or 
principal when due, default in the foreign field occurs in a variety 
of ways, many of which arise out of unwillingness to pay and are 
tantamount to repudiation. Foreign defaults may occur in any 
of the following ways: 

I. Interest: 

A. Postponement in full or part 

B. Suspension 

C. Reduction in coupon rate 

II. Principal: 

A. Postponement 

B. Reduction in face value 

C. Forced conversion 

III. Sinking Fund: 

A. Postponement 

B. Suspension 

C. Reduction in annual provision 

IV. General: 

A. Divergence of pledged funds 

B. Repudiation of debt 

The adoption of any of these expedients by a nation is con¬ 
sidered a default and should be seriously regarded. A minor in¬ 
fraction, such as postponement of the annual sinking fund pro¬ 
vision, is significant in that it is often a precursor to a more serious 
default. 

As indicated previously, during the years 1920 to 1930 ap¬ 
proximately $7.0 billions of foreign dollar bonds were issued, 
which, together with bonds previously and subsequently issued, 
amounted to a total of more than $9.0 billions floated in the 
United States. Of this amount, there has been a reduction through 
the years, bv retirement or otherwise, of approximately 60 per 
cent. Of course, the whole $9.0 billions was never outstanding 
at one time—that was the amount floated during those 30 years. At 
the end of 1949, the net total amount issued, of which some part 
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of each issue remained outstanding, was $5.8 billions, of which 
$3.7 billions were reported as outstanding in the bands of the 
public.' When appraising foreign bonds as a whole, it is necessary 
to note that many were redeemed at or near par and that, with the 
passage of time, defaulted issues tend to constitute a larger pro¬ 
portion of the remaining outstanding bonds. 

The status of service (interest and sinking fund) on the total 
outstanding foreign dollar bonds (publicly offered) issued or 
guaranteed bv governments or political subdivisions thereof as of 
the end of 19-19 is reported by the Foreign Bondholders Protec¬ 
tive Council, Inc., as follows: 


STATUS OF FOREIGN DOLLAR BONDS, 1949 
(dollar figures in millions) 





Out¬ 

Rccci\ ing 

Adjusted 

In Default 

% 



Issued 

Full 

Service 

as to Int. 

ill 



standing 

Sen kc 

Available 

and S. F. 

Default 

Latin America 

$1,625.8 

$ 892.3 

$ 9.7 

$584.9 

$ 297.7 

33.4% 

r.nrojM* . 

. 

1.986.3 

1.061.8 

157.1 

110.0 

797.0 

74.9 

Far East 

* • • i • 

717.5 

513.4 

222.4 


290.9 

50.7 

Canada , 

. 

1,506.7 

1.220.2 

1.138.9 

87.4 





$5,836.3 

$3,090.7 

$1,528.1 

sTSJ * 

$1,380.2 

37.5* 

Source: 
1949. pp 

Foreign 

326-327. 

Bondholders 

I’r nice live C 

‘ouncil, Inc. 

Report for 

Iran 1946 

Through 


The amount of bonds listed under “Adjusted Service Available” 
is the principal amount for which interest and sinking fund are 
provided under the terms of a debt adjustment plan. Included in 
the amounts shown in the table are a total of $361.8 millions of 
principal of bonds that have matured and arc in default of prin¬ 
cipal, and $171.5 millions of outstanding bonds, previously ma¬ 
tured and in default, whose maturities have been extended. 

The $87.4 millions of Canadian bonds on which adjusted serv¬ 
ice is available consisted entirely of municipal bonds. The Do¬ 
minion and the Provinces have consistently continued full service 
on all external obligations, both direct and guaranteed. Other 
countries enjos ing such a clean record (insofar as national debt 
is concerned I include Argentina. Guatemala, Dominican Repub- 
'< "• lili Belgium. Finland, Franco, Eire, Netherlands, Norway, 

JO/oTnVw l,K lm Yean 1946 Thoug /. 

t JU '-ncw lork: rite Council, 1950), p. xxiii. ** 




376 


FOREIGN SECURITIES 

and Australia. 6 Latin American, European, and Far Eastern coun¬ 
tries, as groups, present a dismal record. Countries having the 
dubious distinction of having all outstanding foreign dollar debt 
in default, either as to principal or as to interest and sinking fund, 
or as to both, include Bolivia, Costa Rica, Ecuador, Austria, Bul¬ 
garia, Germany, Greece, Hungary, Poland, Roumania, Russia, 
Yugoslavia, China, and Japan. 7 

Conspicuous in the latter list are the names of former enemy 
countries. Immediately after Pearl Harbor, all trading in these 
bonds was officially stopped, and the Securities and Exchange 
Commission has refused their renewed listing until new pros¬ 
pectuses have been filed. The data required for these prospectuses 
are not available. Nor can any settlement of the debt of former 
enemies be made until the conclusion of final peace terms. 8 

Foreign corporate issues. American investment interest in for¬ 
eign securities has been confined chiefly to public issues. A few 
foreign corporate bonds and stocks, however, have found a ready 
market in the United States. Some companies of purely domestic 
origin, such as International Telephone and Telegraph and Ameri¬ 
can and Foreign Power, conduct the larger part of their operations 
abroad. American investors have long been large holders of 
Canadian corporate issues such as Canadian Pacific, International 
Nickel, and Aluminum Ltd.; of South American issues, such as 
Chilean Nitrate & Iodine Sales Corporation; and of Cuban issues, 
such as Caribbean Sugar and Cuban Tobacco Company. Prior to 
World War II, European corporate issues gained prominence in 
America, as shown in Ford and Associated Electrical Industries 
of England; Royal Dutch Petroleum and Shell Union of Holland; 
and United Steel Works and General Electric of Germany. Pay¬ 
ments on the latter ceased with the outbreak of the War. In the 
post-War period, great interest has been shown in small, new 
Canadian oil and metals companies, whose securities have been 
flooding the United States from Canadian promotional offices. 

An interesting aspect of foreign stock participation is shown in 

6 France, Luxembourg, Switzerland, and Argentina had redeemed all of their 
dollar bonds by the end of 1949. 

7 For a more detailed classification, see H. J. Denburg, "Foreign Dollar Bonds, 
lournal of Finance, September, 1950, pp. 221-225. 

& The signing of the peace treaty with Japan in September, 1951, was reflected 
In a substantial increase in the market value of Japanese dollar bonds. 
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the creation of so-called ‘American shares." which are in effect 
the external equivalent of the internal issue. One "American share 
may represent one full original share, or a fraction, sav, one-tenth, 
of a full original share, de posited against it. The stock of Anglo- 
Iranian Oil Company, Ltd., at present traded on an unlisted basis 
on the New York Curb Exchange, is depository receipts, issued 
share for share for the original stock held by a trustee.'* 

I he analysis of foreign corporate issues presents added diffi¬ 
culties to the investor. Financial information is not disclosed bv 
foreign companies so frequently as In American companies. Also, 
tl ,c * data published are much less complete, as a rule. Accounting 
procedure often follows radically different lines. For illustration, 
European profit and loss statements often start with gross profit 
Ironi operations (’ trading profit’*), sales not being revealed; earn¬ 
ings are shown as barely adequate to cover dividends, with surplus 
profits carried into reserve accounts; fixed assets are often carried 
at nominal values in the balance sheets; substantial fees, propor¬ 
tionate to current earnings, are customarily paid to directors. The 
computation ol investment ratios, as followed in domestic security 
analysis, generall) requires a realignment of the sequence of items 
in the income account. 

A further difficulty in investment in foreign corporate issues is 
found in the foreign exchange problem. Even if obligations of 
private borrowers can be collected in the currency of the country 
-and this is often difficult—the creditor may be prevented from 
converting the currency into dollars and from bringing it home. 
And, of course, unless listed on an American or Canadian ex¬ 
change, the marketability of most foreign corporate securities is 
decidedly limited. 

0 

Barriers to the revival of private foreign investment. Almost all 
American foreign investment is now being made by government 
or public agencies rather than from private sources. As a result 
there is a dwindling supply of good-grade foreign bonds. Ca¬ 
nadian government and provincial issues, Australian government 
issues, and the long-term bonds of the World Bank represent the 


thon!.K l 'u° P 'T" 0,y . rC | : ' ipb , ar ,' : bou 8 l " and suld 111 ‘ V 'W Vo,l on a dollar basis own 
boot, , till deposited Stock bears a slated value pounds. The onVind sioek 

.. . ■* delivery tor a sale on Ihe Curb E.change"rcos he 

deposuory receipts would be unacceptable on the London market. 
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bulk of attractive long-term, high-grade issues in the international 
and foreign group. Obstacles to any substantial revival of private 
foreign investment, at least of the portfolio type, include: 

1. Unfavorable political and economic factors abroad. World 
War II and its resulting disruption have left a condition of eco¬ 
nomic impoverishment and political instability that will effec¬ 
tively repel private investment in all but a few foreign countries. 
Until reconstruction is well under way and the rampant national¬ 
ism and threat of communism have been minimized, American 
funds are likely to be employed at home. 

2. Tariff barriers. Nations which have made extensive foreign 
investments are creditor nations, just as nations which have bor¬ 
rowed extensively are debtor nations. Foreign loans are usually 
made in the form of merchandise exports rather than in cash, 
inasmuch as the exporter receives the money which the investor 
pays for a foreign security. Creditor nations which impose high 
tariff barriers are impairing the safety of their foreign loans, be¬ 
cause they thereby prevent the debtor nation from sending mer¬ 
chandise in payment of interest charges. One important reason 
why certain countries have blocked currencies is that they have 
been unable to send their goods abroad and thereby obtain for- 
eign currencies for exchange purposes. 

The high protective tariff which has been in effect in the 
United States for many decades may be warranted from the broad 
standpoint of social and economic welfare, but it is incompatible 
with the position of the country as a creditor nation. It has been 
truly said that a nation should not attempt to sell abroad unless it 
is willing to buy abroad. It may be just as truly added that a 
nation should not lend abroad unless it is willing to buy abroad. 

American experience with foreign loans would have been much 
more favorable if proper consideration had been given to the 
method of repayment. The classic statement of the late Dwight W. 
Morrow to the effect that foreign loans are made primarily upon 
the good faith of the borrowers might well be qualified to include 
good faith on the part of the lenders. The borrower at least has 
the right to assume that the lender, of all people, will not do any¬ 
thing to make repayment either inconvenient or impossible. 

3. Blocked currencies and exchange controls. The investment 
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position of all foreign securities has been seriously impaired by 
currency embargoes which have been placed in many countries 
upon the transfer of money to foreign creditors and bv the system 
of exchange controls which prevents currencies from falling to 
their normal level and attracting demand from the dollar area. 
Irrespective of the justification of these practices, the effect is to 
make almost impossible the payment of interest or principal on 
foreign loans. Such funds as are licensed for transfer are gener¬ 
ally used to settle necessary trade commitments and are not avail¬ 
able for service payments on securities. 

A secondary problem which arises out of blocked currencies is 
that of accounting for earnings from foreign operations. It has 
long been customary for American companies to include on their 
hooks profits from foreign operations, whether received in this 
country or retained abroad, on the basis of the prevailing ex¬ 
change rates. So long as balances were freely transferable, this 
practice was sound. But with such transfers now forbidden, the 
warrant for this procedure is debatable. It is not improbable that 
the amounts which American companies will realize ultimately 
from these balances will be substantially less than the amounts 
originally computed. 

4. Lack of dollar exchange. The “dollar shortage” that is the 
technical cause of inability to restore convertible currencies and 
to restore payments on dollar bonds is due in part to the unfavor¬ 
able balance of trade of many countries in relation to American 
goods and services, and in part to the exchange controls men¬ 
tioned above. It is unfortunate but true that, as European recov¬ 
ery proceeds apace, the dollar shortage persists. Efforts to fill the 
dollar gap through EGA, the Point IV program, and the World 
Rank may have discouraged the spread of communism, but they 
have not yet provided a substitute for private creative transac¬ 
tions. 


5. horny, expropriations. Tin- action of certain foreign nations 
notably Mexico am! Bolivia, in seizing the properties of foreign 
companies operating within tl.e Ixrrdcrs of those countries has 
uijurc-cl the holders of securities in those companies In 1938 
Mexico seized the properties of 17 foreign oil companies on tire 
clam, that the subsoil petroleum In-longs, not to the owner or 
lessor ol land, but to the government. As no compensation of an 
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adequate nature has as yet been received or proposed, the act is 
tantamount to confiscation of property valued in the neighbor¬ 
hood of $500,000,000. Despite protests by foreign owners, includ¬ 
ing several of the largest American companies, the constitution¬ 
ality of the seizure was later approved by the Supreme Court of 
Mexico. In 1937, Bolivia seized the oil properties of a subsidiary 
company of an American company on the claim that the conces¬ 
sion under which the company operated was illegally obtained. 
This act of apparent confiscation was subsequently approved by 
the Supreme Court of Bolivia. 

The desire on the part of the Federal Government to maintain 
a good neighbor policy with the other nations in the Americas 
has caused the adoption of a nonintervention attitude in disputes 
between private interests and such foreign governments. A some¬ 
what antagonistic attitude on the part of those governments to 
what they term Yankee imperialism” further impairs the main¬ 
tenance of a spirit of fair play and justice in these controversies. 
The net result is bound to be harmful to the American investor 
and, perhaps even more so, to the foreign nation, whose credit 
reputation is almost irreparably harmed. 

Protective agencies. The holder of a foreign bond is in a weak 
position to enforce payment from a reluctant foreign debtor. In 
the case of private obligations, suit in the domestic courts of the 
debtor country may be undertaken, but it is rarely effective. As 
for government securities, diplomatic pressure, reprisal such as 
the Johnson Act of 1934,'° and other official measures have been 
well-nigh fruitless. Until a foreign government is willing to meet 
its obligations, American security-holders must depend largely on 
their own efforts. This was recognized in 1933 in a White House 
announcement which stated that the making of satisfactory ar¬ 
rangements and protecting American interests was "a task pri¬ 
marily for private initiative and interests. The traditional policy 
of the American Government has been that such loan and invest¬ 
ment transactions were primarily private actions, to be handled 
by the parties directly concerned. The Government realizes a 
duty, within the proper limits of international law and interna- 

10 Under this Act nations in default on war-debt obligations to our Federal 
Government were prohibited from negotiating any new loans in this country while 
the war loans were in default. It has since been repealed. 
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tional amity, to defend American interests abroad. However, it 
would not be wise for tlie Government to undertake directlv the 
settlement of private debt situations.”" As a consequence, in 
1933 the Foreign Bondholders Protective Council, Inc., was 
organized in a non-official capacity, but with government sanc¬ 
tion, to represent American holders of foreign bonds in default. 
It is the sole nationally accredited bargaining agency to represent 
American holders of foreign securities. 

The Council has performed extremely valuable services to 
American investors over the years. Its work of approaching de¬ 
faulting government debtors as the bondholders' representative 
and seeking to obtain resumption of payments or at least an ad¬ 
justment plan has resulted in the salvaging of very substantial 
sums. Since its inception, the Council has concluded negotiations 
and made favorable recommendations to bondholders on 27 
adjustment plans of 17 countries, usually at a reduced rate of 
interest. As of the end of 1949, 18 permanent settlements for 
countries and their political subdivisions had been arranged with 
respect to a principal amount of $808,200.000 and nine temporary 
adjustments aggregating .S2,21().(KK). , Formal negotiations have 
been carried on with other countries, and several debtor nations 
have taken steps in preparation for future negotiations with the 
Council concerning resumption of service on their defaulted debts. 

The “World Bank." The International Bank for Reconstruction 
and Development was formed in 1945 as a result of the Brctton 
Woods Agreement to promote tin* international flow of capital 
for productive purposes and to assist in the reconstruction and 
development of the member nations' economic facilities. Its major 
function is to promote private foreign investment by means of 
guarantees or participations in loans and other investments made 
by private investors and, when private capital is not available on 
reasonable terms, to provide funds from its own resources. 

The subscribed capital of the Bank as of June 30, 1951, was 
$8,338,500,000, of which the United States' share was $3,175,000,- 
000. At that time $.33,555,000 of the total subscription had been 

" Ion ian Hondlioldi-ts I'rotrctixc Council, Inc., He/tort for Years 1946 Throueh 
I t il ( New York: I In- Council. p. x\. h 

CoiuHi" 1 ’ XX ' 1,1 al1 ' d ° ,ljr hMM ' s um ‘ inv °Rcd *«' llie interventions of tlio 
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paid in. In addition to its own funds, the Bank is empowered to 
borrow in the capital markets, and as of June 30, 1951, $300,000,- 
000 in dollar bonds, $14,000,000 in Sterling bonds, and $11,000,000 
in Swiss franc bonds had been issued. 

As of June 30, 1951, loans granted by the Bank totalled $1,004,- 
000,000. , '‘ The first co-operative loan by the World Bank was 
made early in 1951, when eight American commercial banks 
(acting in the form of a syndicate) joined with the World Bank 
in lending $80 millions to the Union of South Africa for the 
development of electric power and transportation facilities. This 
action was the first clear indication of the revival of American 
private investment interest abroad since World War II. 


PRICES OF SELECTED FOREIGN DOLLAR BONDS 



1929-1949 

1950 

High 

Low 

High 

Low 

Antwerp (Belgium) . 

5s of 1958 

1315 

12 

1045 

98 

Australia . 

5s of 1955 

11234 

35 

104 

96 

Belgium . 

7s of 1955 

121 

35 

1165 

1075 

Bolivia . 

7'sof 1969° 

96 

15 

185 

13 

Brazil . 

6X's of 1957 

985 

35 

86 

73 

British Columbia (Canada) 

45's of 1969 

127X 

55 

123 

1215 

Canada . 

35s of 1961 

125 

65 

1075 

1025 

Chile . 

6s of 1961° 

94 

35 

505 

455 

Cuba . 

45s of 1977 

118 

495 

114 

108 

Denmark .. 

45s of 1962 

1005 

175 

925 

70 

Greece . 

7s of 1964° 

1035 

6 

135 

65 

Japan.. 

5X's of 1965* 

985 

35 

60 

47 

Mexico . 

4's of 1954* 

325 

5 

10 

95 

Norway . 

45’s of 1965 

1075 

205 

995 

88 

Porto Alegre (Brazil) .... 

7X’s of 1966* 

1025 

5 

53 

47 

Russia . 

55's of 1921° 

22 

•y,6 

35 

15 

Tokio Electric Light Co. .. 

6’s of 1953* 

925 

26 

535 

415 


0 Traded flat in 1950. 


Bonds issued by the “World Bank” have been described in 
Chapter 19. Technically, they are not United States obligations. 
But as long as their total does not exceed the amount of Bank 
capital to which the United States has subscribed, for practical 
purposes such bonds belong in the Federal category. Their yields 


13 International Bank for Reconstruction and Development, Sixth Annual Report, 

1950-1951 (Washington, 1951). 
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are slightly above those of direct government obligations of the 
same maturity. 

Prices and yields of foreign bonds. The instability and varying 
quality of foreign dollar bonds is best indicated bv a survey of 
their price action. The preceding schedule of selected foreign 
government obligations reveals the vagaries of the foreign bond 
market and the low esteem in which most of such bonds have 
been held in this country. 

Investment position of foreign bonds. Only a few foreign bonds 
enjoy a respectable rating, and even these show marked price 
fluctuations that indicate the special risks attendant to these obli¬ 
gations. The work of the Foreign Bondholders Protective Council, 
the influence of the World Bank (which will not lend to countries 
that have been indifferent to their previous obligations), and the 
reviving economic conditions in some areas have all had a salutary 
effect on the foreign bond market. But until general world con¬ 
ditions improve, and until many foreign governments see fit to 
take their external debt commitments more seriouslv and make 
the sacrifices that are necessarv to redeem their credit in the 
United States, only those investors who recognize the risks and 
are in a position to sacrifice safety for a possible high yield should 
have any interest in new purchases of the bonds of the majority 
of foreign nations. The only countries eligible for private loans at 
reasonable rates are those, such as Canada, that have a clean 
debt record and which present a reasonably stable political and 
economic outlook. 



CHAPTER 23 


GENERAL TESTS OF QUALITY: 
CORPORATION SECURITIES 

Scope. The purpose of this chapter is to provide an introduction 
to the last portion of the book, which is concerned with the prob¬ 
lems of analysis of corporate securities. The specific applications 
are reserved for subsequent chapters in their respective fields. The 
order of discussion is as follows: (1) the traditional meaning of 
quality, (2) a revised concept of investment quality, (3) the 
measurement of quality, (4) tests of “internal” risk, (5) other 
factors affecting recovery of principal, (6) other factors affecting 
income and yield, (7) the factor of marketability. 

The traditional meaning of quality. In the traditional sense, the 
term quality has been synonymous with “safety” insofar as 
investment is concerned. A “good investment” has been said to 
offer safety of principal, or the maintenance of the integrity of 
the principal sum invested, and safety of income, or the assurance 
of a reasonable return. And because a “good investment” is usually 
thought of as one that involves little risk of principal or income, it 
would therefore produce a relatively low rate of return to the 
investor, while a poor investment would involve high risk and 
require the possibility of a high return to compensate for lack of 
safety of principal and income. A good or safe investment would 
also command excellent marketability—that is, ready converti¬ 
bility into cash without sacrifice of value due to lack of access to 
buyers. 

Defects of the traditional concept of quality. There are several 
difficulties in this traditional concept of a good or safe investment. 

In the first place, a safe investment is not necessarily good, in the 
sense that it may not fit the needs and purposes of a particular 
investor at a particular time. Moreover, there are other considera¬ 
tions, such as tax status, denomination, degree of management 
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required, and protection against inflation that mav he just as 
important as safety in a given situation. Nevertheless, so funda¬ 
mental is the matter of safety to so many investors that it must 
he given primary emphasis. And furthermore, even though a par¬ 
ticular investment situation can afford a considerable degree of 
risk, the degree of that risk must be measured as accurately as 
possible to determine whether the income to be derived from it 
adequately compensates for risk in comparison with alternative 
available investment commitments. 

The second difficulty associated with the traditional concept of 
quality is that the degree of “safety" can be measured only ap¬ 
proximate!). Accurate analysis of all of the forces-economic, po¬ 
litical, and managerial—that play upon investment values is 
impossible. Such forces cannot be resolved into a mathematical 
equation. The influences of varying accounting principles, of sci¬ 
entific developments, and of the psychology of the securities 
market are in large part imponderable. And even the known 
facts can be variously interpreted. To a considerable extent, in¬ 
vestment judgment and analysis remains an art rather than a 
science. The task of the analy st is to apply such tests as indicate 
relatively rather than absolutely the degree of risk involved in 
the purchase of any investment security. 

A third difficulty inherent in the traditional concept of quality 
is that the longer the maturity of the investment, the more difficult 
it is to estimate how assured are the principal and the income. 
Investment involves a return of funds in the future and the hope 
ol a future income; and the future always holds a number of un¬ 
certainties. Examination of the past record and prevailing condi¬ 
tion ol the issuer is helpful; knowledge of prevailing business and 
economic conditions is essential. Rut these can never be infallible 
guides to the future. Who can say how “safe" is the principal of 
a bond due in 50 years? I low “safe" are the dividends of a corpora¬ 
tion ten years from now? How can the safely of preferred or 
common stocks redeemable only in the market or in liquidation 
be measured? 

Finally, the return of principal and the amount and rate of 
income Irom investments are affected by factors other than those 
associated with the issuer and with the inherent quality of the 
instrument, insofar as that can be measured. Even if one were 
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satisfied that the issuer of a bond would not fail to pav principal 
when due and interest at the contracted rate, the value of the 
hond might be influenced by factors, such as the trend of interest 
rates (and others that will be discussed below), that may pro¬ 
foundly affect the recoverable value before maturity. Investors 
who paid par for long-term United States Government securities 
had the unhappy experience of seeing them decline to the 80s in 
i 0 ancl a S am in 1932, not through any change in qualitv, but 
because of changes in capital market conditions. 

A revised concept of investment quality. Because of the afore¬ 
mentioned defects in the traditional concept of quality or safety, 
it is suggested that the term "recovery of principal" be substituted 
for the more orthodox term “safety of principal." The principal 
is relatively safe when there is good evidence to show that it can 
be recovered at maturity, or recovered through resale, which im¬ 
plies relative price stability. Similarly, the term “assurance of in¬ 
come should be substituted for the traditional “safety of income.” 
The assurance of bond interest is determined by the future will¬ 
ingness and ability of the issuer to earn and pay interest, insofar as 
these can be measured. The assurance of dividends is determined 
-and with far less accuracy-by one's estimate of future earnings 
and of the equally important matter of dividend policy. A corpo¬ 
ration may earn a substantial dividend but decide to retain the 
bulk of those earnings. 

Quality, therefore, is redefined to mean relative assurance of 
lecovery of principal by any means, relative assurance of stable 
income, and adequate marketability. 

Although the payment of income and the recovery of principal 
would appear to be distinctly different operations requiring sepa¬ 
rate analysis, the distinction is more apparent than actual. The 
two are woven inextricably together. Where income is assured, 
the recovery of principal is assured, save for intermediate market 
fluctuations due to changing maturity, interest rates, and other 
influences. Inability to pay income seriously impairs the value of 
the principal, as is invariably shown in the decline of security 
prices when default is threatened. In investment analysis, the 
two factors must be measured together. 

The measurement of quality. The degree of quality or amount 
of risk contained in any investment security is indicated—some- 
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times exactly, sometimes only approximately—by the examination 
of certain factors of importance. It should be emphasized that the 
examination of these factors does not constitute the whole of 
investment analysis; they pertain solely to the quality of the issue 
being examined. As we have seen, of equal importance to the 
investor are an appreciation of his own goals and objectives, the 
P m per timing of purchase and sale, and the important matter of 
valuation. Although a particular security may demonstrate quality, 
for some reason it may not be appropriate in a particular portfolio. 
Or the investor may decide that the purchase of this security 
would not be feasible at a particular time. Or the investor might 
like everything about a security but its price. These considerations 
of investment goals, timing, and valuation are discussed elsewhere 
in this volume. 


In the analysis of the quality or risk elements in a security, with 
a view of determining as accurately as possible the degree of 
recovery of principal and assurance of income of the issue, much 
of the emphasis must be placed on those factors of risk that are 
associated with the issuer’s ability to pay. In addition, there are 
other factors affecting principal or income that do not pertain to 
the strength or prospects of the particular company whose securi¬ 
ties are being considered. And finally, the important matter of 
marketability should be investigated. The remainder of the chap¬ 
ter will discuss these three groups of considerations in turn. 

Icsts of "internal" risk. In examining an investment security for 
those risk elements that in the main determine its strength and 
the adequacy of the income that should be received to compen¬ 
sate for that risk, a logical approach is to proceed from the general 
“the industry of which the company is a part, to the specifie-the 
particular security that is being examined. The order will run: 

(1) the nature of the enterprise, (2) the financial tests of quality 
as revealed bv an examination of the issuer's statements, (3) the 
character and provisions of the particular security, and (4) the 
degree of seasoning. While few investment tests may be uniformly 
applied to all securities, some are sufficiently broad in scope to be 
applied to the general list. More specific tests are reserved for 
appropriate chapters that follow. 

I. Xatitre of the enterprise. The quality of the securities of an 
issuer will he affected by the risks that prevail in the industry or 
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group to which it belongs. The loans of government bodies de¬ 
pendent upon taxes rather than profits are generally more secure 
than the bonds of corporate borrowers. (This is not to say, of 
course, that all government bonds have high quality-those of 
some municipalities, and of most foreign states, leave much to 
be desired from the quality standpoint.) The securities of operat¬ 
ing public utility companies, by reason of greater stability of 
revenues, present less risk as a class than those of competitive 
industrial companies. (Here again such a sweeping statement 
must be qualified: not all utility securities are high-grade by any 
means; those of certain utility groups, such as traction and tele¬ 
graph, are notoriously weak; and many industrial securities possess 
extremely high quality.) Railroad securities run the whole gamut 
from very high-grade to very weak, but all railway issues reflect, 
to a greater or less extent, the fundamental characteristics and 
trends in the industry. 

Succeeding chapters will indicate some of the special risks that 
pertain to various classes of enterprise. At this point the relation¬ 
ship of the general class of business enterprise to the stability of 
corporate earning power may be indicated by reference to the 
earnings record of large groups of companies in selected years. 


CORPORATE EARNINGS 
(Balance Available for Dividends) 
(in millions of dollars) 


Group 

1929 

1932 

1936 

1938 

1941 

1946 

1950 

Steam Railroad (135 
cos.) . 

$897 

$—139 4 

$165 


Cop' 

$287 

$783 

Electricity 0 . 

585 

506 




651 

832 

Gas (15 cos.) . 

41 

31 

25 

24 

29 

39 

59 

Telephone (Bell Sys¬ 
tem ) .. 

207 

111 

185 

155 

192 

209 

347 

Telegraph (Western 
Union) .. 

15 

-1- 

7 

—2 4 

7 

-11- 

9 

Industrial (430Cos.) 

3,368 

46 



3,158 



Banks (FR members) 

557 

-255" 

465 

265 


758 


Insurance (10 cos.) . . 

50 

12 

34 

35 

43 

45 

94 

Sales Finance (5 cos.) 

31 

13 

52 

39 

42 

24 

86 


d = deficit. 

0 All private companies with net of $250,000 or more. 

Source: Moody’s Manual of Investment: Individuals, 1951. p. a 12. 
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The seven years selected for the preceding table include the 
prosperous year of 1929. the depression years of 1932 and 1938. 
the recovery year of 1936, the pre-War II year of 1941, the post¬ 
war II year of 1946, and the latest year for which these group 
data are available. Although the figures are not adjusted for 
secular growth, it can be seen that the steam railroads and tele¬ 
graph groups showed the greatest instability in dollars of net 
income available for dividends, and the electricity, telephone, 
and finance groups the greatest stability. The industrials group is 
so large and includes so many diverse types that generalization 
would be dangerous, but the marked cyclical pattern is apparent. 
Without further information it is readily understandable how 
railway securities as a class have lost caste, because of their fluctu¬ 
ating record and their failure to regain their 1929 earnings level, 
and how securities of operating utilities (with two groups ex¬ 
cepted) have replaced them as the prime corporate issues. It 
should be pointed out, however, that the securities of a limited 
number of industrial companies which exhibit extraordinary 
growth and earnings command as much, or more, respect as the 
utility group. The variations within the industrials group will be 
indicated in a later chapter. 

2. The issuer’s financial strength and earning power. The finan¬ 
cial tests that an investor should apply in the analysis of the issuer 
are explained in considerable detail in subsequent chapters, with 
proper emphasis upon the features pertinent to the respective 
fields. At this point, the general nature of the more important 
tests, rather than specific applications, is discussed. 

I he balance sheet is the statement of resources and liabilities 
on a given date, the difference between the two (the balance) 
being the net worth or owners' equity in the enterprise. The 
various asset items may be classified into two main groups: (1) 
fixed assets, consisting of plant and equipment, long-term invest¬ 
ments in other companies, and intangibles such as patents and 
goodwill, and (2) current assets, the more liquid resources includ¬ 
ing cash, accounts and notes receivable, inventories, and tempo¬ 
rary investments. Similarly, the various liabilities may be classified 
as ( 1 ) long-term, or due after 12 months, and (2) current, or due 
within 12 months. The former would include such items as bonds, 
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mortgages, and bank term loans, and the latter accounts and notes 
payable, accrued wages, interest, and taxes, and dividends pay- 
able. r J 

The assets are carried at book values, ordinarily cost (less de¬ 
preciation) for fixed assets and cost or market (whichever is 
lower) for current assets. Book value seldom indicates liquidating 
value, and the values at which assets are carried, especially fixed 
assets, are often arbitrary. Hence any attempt to measure the asset 
protection behind securities is subject to distinct limitation. 

The test of fixed assets is the determination of the relationship 
between the value of the fixed assets (less any reserves) and the 
face value of the securities outstanding. Under the assumption 
that the properties have been properly maintained and have been 
adequately depreciated, the value of the fixed assets should be 
substantially in excess of the funded debt of the company. The 
conservative analyst usually ignores the intangible assets in such 
a test, as these are likely to shrink in value with any decline in 
earning power. 

1 he tests of working capital position are designed to indicate 
the short-term liquidity of the business. The importance of liquid¬ 
ity depends on the nature of the business and the needs of the 
company for working funds. The (net) working capital is the 
difference between current assets and current liabilities. The re¬ 
lationship of current assets to current liabilities, and the character 
and valuation of individual current asset items, should be ex¬ 
amined carefully. 

In addition to general tests of working capital position, the rela¬ 
tion of working capital to funded debt and to stock indicates the 
liquid protection behind each layer of securities. 

The tests of total asset value are designed to show the protec¬ 
tion of resources, fixed and current, that is provided the various 
issues of securities that may be outstanding. Bonds and preferred 
stock should be supported by ample total assets of tangible char¬ 
acter. Common stock, which represents the residual equity in the 
business, often reflects superior or inferior earning power, and 
hence its book value (total assets less all liabilities and preferred 
stock) seldom coincides with its market value. This phenomenon 
is also attributable in part to the arbitrary fashion in which assets 
are carried on the balance sheet. 
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The tests of capital structure arc designed to show the amounts 
and relative importance of the various sources of long-term funds. 
Capital structure (sometimes called invested capital”) includes 
the capitalization (or securities outstanding) plus the surplus. 
The most conservative capital structure includes only common 
stock and surplus; no “senior capital” has been issued. Less con¬ 
servative capital structures include substantial amounts of bonds, 
preferred stock, or both; in such cases, the companies have seen 
fit to commit themselves to fixed or contingent charges through 
the issuance of senior securities. Such a practice may or may not 
be dangerous, depending on the assets and earnings support to 
such securities. The nature of the enterprise is a governing factor 
in this regard, since companies with relatively stable earnings 
may safelv issue a larger proportion of bonds. Investors seeking 
high quality in securities should favor those companies with the 
smaller percentages in bonds and preferred stock. (Standards of 
capital structure will be suggested in succeeding chapters.) 

The income statement, or profit and loss statement, shows the 
earnings of the company for the period indicated—annual or 
interim, as disclosed in the revenue and expense figures. The 
amount of each major item of revenue and expense, and the rela¬ 
tionships between them, must be the subject of very close scrutiny. 
The final figure of net income, which shows the earnings produced 
for the owners of the business, is the addition to the net worth 
produced by the operations during the period. 

The income statement is more “reliable" than the balance sheet 
in that most of the items shown thereon are statements of fact; 
nevertheless, the fact that some expenses, such as depreciation, 
are estimates rather than cash outlays, and the presence of non¬ 
recurring items of both income and expense suggest that the 
figure reported as having been earned is subject to considerable 
control. 

The tests of earning power, which reveal the amount and sta¬ 
bility of the earnings produced for the investors, are possibly the 
most important of the financial tests used in investment analysis. 
These include the trend, volatility, and actual amount of earnings 
that provide the chief support, at least in the long run, to invest¬ 
ment values. The earnings produced on total investment, and on 
each "layer ’ in the capital structure, are of supreme importance. 
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The amount of earnings should be adequate with respect to the 
volume of business and to the value of the total investment. 

The earnings protection to bondholders is revealed by the com¬ 
parison of the annual interest charges to the total income available 
tor the payment of these charges (times interest earned). The 
protection to the preferred stock dividends is revealed by the 
comparison of the total income and the preferred dividend re¬ 
quirements (plus bond interest, if any). The margin of safety 
required to assure the safe eamings and prompt payment of bond 
interest and preferred dividends will, of course, vary with the 
nature of the enterprise, the character of its assets, and the sta- 
bility of its earning power. 

The eamings protection to the preferred stock is often indicated 
by dividing the net income by the number of shares outstanding. 
Thus, a company may be reported as having “earned $12.00 per 
share." If the dividend is $4.00, preferred dividends are said to 
have been earned three times in the given period. This method 
is misleading for companies with both bonds and preferred stock 
outstanding because it hides the existence of prior deductions in 
the form of fixed charges that do not vary with changes in total 
income. For this reason, the better method of indicating preferred 
dividend coverage is to calculate the number of times total fixed 
charges plus dividends have been earned in the period. Otherwise, 
the preferred stock might show' higher coverage than bonds senior 
to it! A hypothetical illustration will serve to clarify this point: 


Year A Year B 


Available for fixed charges. $120 $50 

Fixed charges. 40 40 

Net income. $~80 $hT 

Preferred dividends . $ 10 $10 

Times fixed charges earned. 3 1« 

Times preferred dividends earned. 8 1 

Times interest plus preferred dividends earned ... 2.4 1 


The earnings produced for the common stock during a given 
period and the estimate of those eamings in the future are the 
most important single factors of interest to the owners of that 
stock, and the most important single determinants of its value. 
The investor must be satisfied that these eamings are commensu¬ 
rate with the risks of the enterprise; and it is the amount of these 
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earnings that determines primarily the dividends that he can ex¬ 
pect to receive. 

The dividend payment test involves an inquiry into the divi¬ 
dend record of the company over a period of years: the amount of 
earnings available for dividends, and the proportion of those earn¬ 
ings that has been and may in the future he distributed in divi¬ 
dends. In the last analysis, most investors buv stock for the 

* * 

dividend income that it will produce. They must realize, however, 
that such dividends are contingent not only on earnings but on 
the management's policy as to the portion of those earnings that 
are to be distributed, in the light of the condition of the company 
and its need for retention of earnings for a variety of purposes. 


SELECTED COMPANIES W ITH UNBROKEN DIVIDEND RECORDS IN 1951 

(At Least -10 Years) 


Company 

Business 

Since 

Years 

1. National City Rank (N. Y.) .. 

Commercial banking 

1813 

130 

2. Pcnnsylx ania Railroad. 

Kailxvay 

1818 

104 

3. Pcppcrcll Manufacturing- 

Textiles 

1852 

100 

■i. Continental Insurance 

Insurance 

1853 

99 

5. Scox ill Manufacturing 

Metals 

1856 

06 

6. Pcnnsylx ania Salt 

Chemicals 

1863 

89 

7. Parke, Davis. 

Drugs 

1878 

74 

8. American Telephone Tele- 

R r «|»l» . 1 

Telephone 

1881 

71 

9. Diamond Match. 

Match 

1882 

70 

10. Standard Oil < N. J.). 

Petroleum 

1882 

70 

11. Consolidated Edison (N. Y.) 1 

Electricity 

1885 

67 

12. Commonxxcaltli Edison- 

Electricity 

1800 

62 

13. Procter and Gamble. 

Soap 

1801 

61 

14. Coca-Cola .. 

Beverage 

1803 

59 

15. Standard Oil (Indiana)_ 

Petroleum 

1804 

58 

10. General Mills. 

Flour 

1808 

54 

17. General Electric. 

Electricity 

1899 

53 

18. National Biscuit_ 

Bakery 

1890 

53 

10. Standard Brands. 

Food 

1800 

53 

20. United Fruit. 

Fruit 

1809 

53 

21. Union Pacific. 

Railway 

1900 

52 

22. Eastman Kodak . 

Chemicals 

1002 

50 

23. Texas Company. 

Petroleum 

1902 

50 

24. E. 1. do Pont de Nemours .. 

Chemical 

1904 

48 

25. American Tobacco. 

Tobacco 

1005 

47 

26. National la-ad . 

Lead 

1006 

46 

27. Detroit Edison . 

Utility 

1900 

43 

28. May Department Stores_ 

Retailing 

1011 

41 

20. Socdiiv- Vacuum . 

Petroleum 

1011 

41 

30. F. W. W oolxxorth. 

Merchandise 

1012 

40 
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Although unbroken dividend records extending for decades do 
not convey assurance of future payments, many companies have 
compiled an impressive record in this respect. Their ability to 
maintain disbursements under all manner of conditions in the past 
is real evidence of financial stability and underlying strength The 
preceding table provides a tabulation of some of the leading con¬ 
cerns that have had uninterrupted records for at least 40 years. 
Tins is not to say, of course, that the same amount of dividends 
per common share has been distributed each year. 

3. The particular security. The type of security purchased by 
the investor, and its peculiar terms and characteristics, obviously 
have an important bearing on its quality. We have seen in the 
earlier chapters describing the various classes of bonds and stocks 
that these may range all the way from prior-lien bonds with very 
wide safety margins of both assets and earnings to common stocks 
representing a very thin equity in the corporate property and 
income. It is dangerous to generalize about whole groups of se¬ 
curities; many exceptions make it impossible to say that all senior 
mortgage bonds are safer than junior mortgages, all secured bonds 
safe! than debentures, all debentures safer than preferred stocks, 
or all preferred stocks safer than common stocks. The quality of 
an issue depends not only upon its relative rank but on the re- 
sources and earnings of the issuer. 

The preferred stock of one company may exhibit more real 
strength than the first mortgage bonds of another company. The 
strength of the issuer, the support given its various security issues, 
and the particular provisions of those issues must all be given 
close inspection. It is only within the financial structure of an 
individual company that one can safely expect that the type and 
ranking of an issue will determine its relative quality. 

Notwithstanding the above comments, the inherent differences 
between debt and equity, between senior and junior debt, and 
between preferred and common stocks lead the investor to de¬ 
mand that the junior issues present a wider margin of protection 
if they are to be considered as having real investment quality. 

4. The degree of seasoning is applicable to the industry as well 
as to the issue, but ordinarily refers to the latter. New securities 
are issued at arbitrary prices that may or may not be accepted by 
the market at large. The price tends to fluctuate over a seasoning 
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period, which may vary from a few weeks to several months. It is 
not uncommon for new securities to decline in market price after 
the primary distribution has been completed, which decline is 
due to the removal of artificial support. The age of the industry 
and the company likewise require consideration. Conservative 
investors should avoid new enterprises in the experimental stage, 
as well as old industries in the saturation stage. If newer com¬ 
panies are chosen, they should be sufficiently seasoned to show 
definite earning power. 

Other factors affecting recovery of principal. The ability of the 
issuer to pay principal at maturity and the ability of the investor 
to recover principal through resale are determined primarily by 
the strength of the company and the issue as revealed by the 
general tests outlined previously and the more specific tests de¬ 
scribed in later chapters. But there are other influences unrelated 
to quality that are also important, insofar as recovery by resale is 
concerned. These include the maturity (if any) of the security, 
the course of money rates, and the vagaries of the capital market. 

1. Maturity of the issue. The shorter the maturity of a bond, 
the less it will fluctuate in market value. This is so because the 
short maturity presents less risk and is affected less by future 
contingencies. In addition, a change in money rates is reflected by 
a very minor shift in price in the case of a short maturity, whereas 
the same change would require a considerable shift in the case of 
a long maturity. For illustration, let us consider two 3 per cent 
bonds each selling at par to yield 3 per cent, one maturing in 5 
years and the other in 50 years. To produce a yield of 35a per cent 
the 5-year maturity would fall to 97.72, whereas the 50-vear ma¬ 
turity would fall to 88.23. 

Another influence of maturity is found in the steady rise (or 
decline) of a bond bought at a discount (or premium) as maturity 
approaches. 

2. Money rates. As we have seen in Chapter 7, changing money 
rates affect the values of fixed-income obligations and, to a certain 
extent, of common stocks, entirely apart from any change in the 
inherent quality ol these instruments. A recent illustration of this 
effect is found in the softening of prices on long-term United 
States Government bonds that followed the 'unpegging” of these 
issues in March, 1951. When it was announced that $19.9 billions 
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of Treasury 2% s were to be refunded bv new non-marketable 
2%'s, the prices of the former declined to less than face value for 
the first time since 1939. The whole bond market felt the shock, 
and investment-grade preferred stocks slipped in value likewise. 

3. The uncertainties of the market. The value of all securities, 
but more especially of stocks, reflects the changing estimates of 
the future and the waves of optimism and pessimism concerning 
future economic conditions and corporate earning power. As we 
have seen earlier in this volume, not even the strongest securities 
are exempt from such influences. But those lower down in the 
echelons of rank are particularly vulnerable to the ebb and flow 
of market evaluations. A stock may shrink 50 per cent and then 
rise 1(M) per cent in market value, and all the while represent 
virtually the same intrinsic values. Was the stock of American 
Telephone Company that sold at the low of 78 in 1932 vastly 
different from the stock that had sold as high as 310 in 1929? 

A bond or stock may be “safe” in the traditional sense yet pre¬ 
sent a varying redemption value in the market that makes re¬ 
covery of the original price impossible under the worst conditions 
of timing of purchase and sale. In the case of a great many securi¬ 
ties, then, market action becomes as important to the investor as 
the inherent quality of the issue. 

Other factors affecting income and yield. The relative size of 
the income, as related to the amount invested, usually indicates 
the degree of risk assumed. The receipt of a high rate of return 
upon an investment commitment is evidence of uncertainty with 
respect to future payments. Hence, the rate of return varies 
directly with the degree of risk involved. Investors who are will¬ 
ing to purchase securities with relatively uncertain future returns 
naturally demand compensation in the form of a higher rate of 
return as a premium for the risk they undertake. Investors who 
will buy only securities with relatively assured futures must be 
willing to accept lower rates of return. (An important exception 
is found in the case of those common stocks whose value reflects 
reinvestment of earnings rather than distribution of generous 
dividends.) 

Thus, quality is the main determinant of investment return. 
This return, expressed in percentage relationship between the 
annual income and the amount invested, is called the yield and is 



CORPORATION SECURITIES 


397 


the most practical, though not infallible, yardstick of investment 
quality. It is much less reliable in the case of stocks than in the 
case of bonds because of the contingent nature of dividends and 
the greater influence of speculation as a motivating force in stock 
purchasing. It is not always reliable even in the case of bonds and 
investment-grade preferred stocks because of certain market 
and technical features that affect the price (and, hence, the yield) 
and that can be considered extraneous to the main factor of 
quality. The more important of these qualifying factors are here 
listed. 

1. The trend of interest rates. Changing interest rates require 
changing yields, and, as we have seen, through these force 
changes in price. As fundamental conditions change in the capital 
and money markets, money rates also change. Furthermore, as 
the money market is divided into credits of varying durations, it 
follows that there is no such thing as a single interest rate pre¬ 
vailing at any one time. The short-term rates are subject to more 
rapid variations and wider swings, while the long-term, or in¬ 
vestment, rates change less rapidly and within narrower limits. 
Rond yields are the most significant of the investment rates. 

For a number of years, short-term rates have been lower than 
long-term rates, although this has not always been the case. 

2. Marketability. Securities issued by large enterprises are bet¬ 
ter known than those issued by smaller companies. Listed securi¬ 
ties and active over-the-counter issues provide a better oppor¬ 
tunity for purchase and sale at a known price than do lesser issues. 
As a consequence of the greater demand, the former issues com¬ 
mand a higher price and afford a lower rate of return. 

3. Redemption option. Most corporate obligations are subject 
to redemption at the option of the issuer at a fixed price prior to 
the date of final payment. As the market price will rarely exceed 
the redemption option price, the effect of the redemption feature 
is to keep the market price down to the call price at times when it 
might otherwise go higher. A non-callable 4 per cent bond may 
be selling at around 120, thereby giving a yield of less than 3J* 
per cent; at the same time an equally good 4 per cent bond, re¬ 
deemable at 105, will be selling at around 105 and thereby giving 
a yield of nearly 4 per cent. 

4. Tax position. The income from certain securities is not sub- 
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ject to income tax liability. Such exemption naturally causes these 
issues to command relatively high prices and to afford corre¬ 
spondingly low yields. Because of tax exemption, high-grade mu¬ 
nicipal bonds afforded lower yields than did the bonds of the 
Federal Government in 1952. Despite the higher yield, the Fed¬ 
eral bonds were definitely superior on a quality basis to the state 
bonds. 

5. Maturity. Under prevailing money market conditions, short¬ 
term interest rates are lower than long-term rates, so that short¬ 
term bonds bear lower yields than long-term bonds of equal 
quality. 1 his can be readily seen by a glance at the list of prices 
and yields of United States Government obligations, all of which 
are equal insofar as safety is concerned. 

6. Legal qualification. Securities which are eligible for purchase 
bv savings banks and trustees sell at somewhat artificially high 
prices owing to the fact that such investors must confine their 
purchases to these issues. The higher price is reflected in the 
lower yield afforded to the investor. 

7. Conversion privilege. Securities which may be converted 
into other securities at the option of the investor tend to rise in 
market price when the second security advances. At the time of 
writing, certain bonds of a large public utility company which 
were convertible into stock of the company at a favorable ratio 
were selling at a yield of only about 2 per cent when other bonds 
of the same company which were of higher ranking but which 
were not convertible were selling to yield nearly 3 per cent. 

The factor of marketability. The term marketability connotes 
the degree of readiness with which securities may be sold with¬ 
out sacrifice of value. Since prices of securities do not remain 
fixed in the sense that the cost of many commercial articles do, 
but are constantly changing, even from hour to hour, a “fair price 
for a security can be only a theoretical concept. As a practical 
matter, a security is worth what it can be sold for at the time, irre¬ 
spective of what it might have cost or what it might bring a month 
hence. The appraisal ideal of a willing buyer and a willing seller 
rarely applies to security values. American investors are mercurial 
in their successive stages of hope and despair. At one stage of 
the business cycle, eager buyers meet reluctant sellers, and, at 
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another stage, eager sellers meet reluctant buyers. As a conse¬ 
quence, prices move in a wide range, usually to the discomfiture 
of the investor who has relied upon a more stable market. The 
buyer of a security should realize that, far from there being any 
assured price at which he mav recover his investment, he might 
find himself possessing a security for which there may be no de¬ 
mand at all when he desires to sell. 

Apart from developments which affect whole groups of securi¬ 
ties, the marketability of individual security issues seems to be 
determined largely bv the following factors: 

1. Listing. Securities which are listed on any of the national 
securities exchanges have a centralized market where buyers and 
sellers may conveniently place orders. Very active issues traded 
over-the-counter, on which there are constant quotations, afford 
a similar opportunity to sell on short notice. 

2. Size. A large issue of securities attracts more attention and 
usually is held by more investors than a smaller issue. Price quo¬ 
tations which appear in the daily newspapers generally include 
only larger issues. 

3. Reputation of issuer. The securities issued by companies 
which are well and favorably known usually have good market¬ 
ability. It is difficult to believe that securities of companies such 
as General Electric or General Motors would ever lack buyers. 

4. Institutional appeal. Securities which qualify for institutional 
purchase, because of either legal requirement or inherent quality, 
generally have excellent marketability. The financial institutions, 
including the banks and life insurance companies, are collectively 
the largest buyers of securities in the country. 

5. Seasoning. Securities which have been outstanding a year 
or more are regarded as "seasoned” issues with greater price 
stability than new issues. Such issues are preferred by many in¬ 
vestors. 

ft. Tax position. Securities such as municipal bonds, on which, 
at the time of writing, income is exempt from taxation, are popular 
with wealths investors, who buy them in large volume in order 
to reduce tax liability. 

The degree of marketability in a security may be determined 
at any time by seeking a price quotation. If the quotation is easily 
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secured, either in the daily newspaper or immediately through a 
broker, and if the spread between the price asked and the price 
offered is close, good marketability is indicated. 

Marketability is important to all'investors. While it is especially 
significant in temporary investments, it should not be overlooked 
by permanent investors. Emergencies may arise that would re¬ 
quire immediate liquidation of security holdings. Since market¬ 
ability “costs money” in the sense that the more marketable se- 
cuiity gives a lower yield, the average investor should seek a 
reasonable rather than a maximum degree. 

A noteworthy feature of marketability is its close relationship 
to collateral value. Investors almost invariably find, when they 
offer securities as collateral for a bank loan, that the bank is as 
much interested in the marketability of the issue as in its quality. 



CHAPTER 21 


RAILROAD SECURITIES 

Scope. The purpose of this chapter is to discuss the investment 
position of the securities of American railroad companies. The 
order of discussion is: (1) development, (2) regulation, (3) sys¬ 
tems, (4) geographical influences, (5) operating data, (6) income 
statement analysis, (7) balance sheet analysis, (8) railroad bonds, 
(9) railroad stocks, (10) consolidations, (11) reorganizations, 
(12) future prospects, and (13) securities analysis. The total 
assets of the American railroad industry exceed $30 billions. 
The railroad business is the most important single private industry 
in the nation with respect to capital employed. 

Development of the industry. The development of the steam 
railroad industry in the United States during the past 120 years 
has closely followed the standard pattern of economic growth. 
The experimental stage began about 1830, with the construction 
of the short Mohawk and Hudson trackage from Albany to Sche¬ 
nectady, and ended in 1869, with the opening of the first trans¬ 
continental road, the Union Pacific, from Omaha to the Pacific 
Coast. During this period, many short lines were placed in opera¬ 
tion and were financed chiefly bv local capital. The development 
stage, which began at the close of the Civil War and continued 
until the turn of the century, brought wide expansion of new lines 
to all parts of the country and many consolidations of small roads 
into large systems. (The present New Haven System is the con¬ 
solidation of over 2(X) separate railroad companies.) The satura¬ 
tion stage began about 1910, attaining an apparent peak in 1926. 
During this third period, capital expenditure became intensive in 
nature rather than extensive, as shown, not in new mileage of 
line, but in track rehabilitation, equipment of greater capacity, 
increased terminal facilities, shop betterments, and power elec¬ 
trification. By 1926, the steam railroad industry was, to all intents 
and purposes, completed in the United States. No part of the 
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country suffered by reason of inadequate railway facilities; in 
fact, in certain sections of the country, notably the Northwest, 
the facilities provided were beyond the economic warrant of the 
territory served. The problem of railroad management became 
primarily one of operating efficiencv—that of procuring a satis¬ 
factory volume of traffic and of moving it at a reasonable cost. 

By the end of the 1920’s the industry had apparently reached 
the stage of maturity and even the beginning of economic senility. 
Passenger revenues in 1929 were lower by one-third than in 1920, 
reflecting the competition of the private automobile. Highway, 
intercoastal and inland waterway, and pipeline carriers were be¬ 
coming more and more prominent as competitors for freight 
traffic, and their competition was fostered by continued railway 
rate increases. Railway gross revenues fluctuated wildly from their 
peak of over $6 billions in the late 1920’s to half of that figure in 
the early 1930’s. The loss of its monopoly position and its growing 
susceptibility to economic fluctuations, together with the fact 
that funded debt had been relied on as a source of funds, brought 
the industry to a state of financial collapse and a wave of failures 
in the depression of the early 1930’s. And although a modest re¬ 
covery was made in post-depression years, permanent damage 
had been done to the investment position of the industry’s se¬ 
curities. 

World War II brought enormous demands for transportation, 
and the railroad industry responded with a record that was noth¬ 
ing short of magnificent. The restrictions on the use of the private 
automobile returned passenger traffic to the rails. Heavy demands 
for shipping brought the industry’s per cent of total freight ton¬ 
nage of the country to approximately 85 per cent during the war 
production boom, as compared with 70 per cent in the middle 
1930’s, and this influence, coupled with increased rates, brought 
railroad gross revenues to their then all-time peak in 1943-1944. 
Post-War years have seen a decline in the volume of freight and 
passenger traffic, but rate adjustments have brought the figure 
of gross revenues to a higher level than that reached during World 
War II. Unfortunately, expenses have likewise risen, so that the 
return on railroad investment is still far from satisfactory. How¬ 
ever, the World War II and post-War years saw a sharp reduction 
in railroad debt, as a result of financial reorganization and retire- 
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ment, so that the industry entered the 1950’s in a relatively strong 
financial condition and was able to face the new demands of the 
Korean crisis and national rearmament with a strong working 
capital position and a fairly healthy capital structure. 

Some of the shifts that have taken place in the industry in the 
past 30 years are indicated in the following table. Railway mile¬ 
age has been gradually shrinking, although the property invest¬ 
ment has increased, reflecting the greater investment per mile.' 


DEVELOPMENT OF CLASS 1 HAILNVAYS 


Item 

1920 

1930 

1940 

1950 

Miles of line . 

252,845 

249.052 

233,670 

224,5001 

Property investment * 

(after depreciation)- 

.. $20,467 

$24,176 

$23,168 

24.647J 

Capitalization: 

Capital stock* . 

$7,210 

$8,267 

$8,160 

$7,892 

Long-term debt * . 

$10,015 

$11,175 

$11,288 

$9,281 

Total* . 

$17,225 

$19,442 

$19,448 

$17,173 

Passenger cars in service- 

53.501 

52.130 

37,817 

37,146 

Freight cars in service. 

. 2,322.122 

2.276.867 

1,653,663 

1.717,659 

Locomotives in service. 

64.746 

56*582 

41,721 

40,494 

Revenue ton-miles *. 

413.699 

385.815 

373.253 

588,577 

Av. revenue per ton-mile ... 

1.052c 

1.063c 

.945c 

1.329c 

Revenue pass.-milcs * . 

17,370 

26,876 

23,762 

31,760 

Av. revenue per pass.-mile . 

2.745c 

2.717c 

1.754C 

2.561C 

Operating revenues * . 

$6,178 

$5,281 

$4,297 

$9,473 

Rate of return earned. 

2.9921 

3.592 

2.942 

4.222 

Net income *.. 

$431 

$524 

$189 

$783 

Average employees. 

.. 2,022,832 

1,487.839 

1,026,848 

1,220.784 

Payroll* . 

$3,682 

$2,551 

$1,964 

$4,594 

Capital expenditures *. 

$577 i 

$872 

$429 

$1,066 

Purchases * . 

... 

$1,039 

$854 

$1,740 


• Millions. 11921. t Preliminary, 

sources: Association of American Railroads. Bureau oi Railway Economics; I.C.C., 
Stalnttii ol Railways in the I nil-1 Slain. 


There has been a shift in the capital structure reflecting the 
healthy decline in the relative position played by funded debt. 
Equipment has decreased numerically, but product per unit has 
increased with more efficient assets, fuel, and operations. Freight 
traffic has been maintained, and at progressively higher rates, 
hut the loss of passenger traffic has not been offset by higher rates. 

1 At tin* iiid of 1950, total investment of Class I railways in road and cquip- 
jnent, including cash, materials, and supplies, before depreciation, was $31 4 
billions, or about $140,000 per mile of line. 
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The rate of earnings on total investment is modest (the table 
does not reveal the peak rate of return of 6.34 per cent in 1942 
and the low rate of 1.38 per cent in 1932). Railways are important 
employers of labor, and their annual purchases and capital ex¬ 
penditures, together with the huge volume of securities outstand¬ 
ing, suggest the stature of their economic and financial impor¬ 
tance. In this connection, it is interesting to note the decline in 
the number of employees and the rise in the payroll over the 
period. 

Regulation. Through a process of evolution that began almost 
concurrently with the origin of the industry, railroading has be¬ 
come probably the most publicly regulated of all private enter¬ 
prises in the United States. Legislation enacted by state and local 
authorities, as well as by the Federal Government, has severely 
restricted the powers of the company officials. As most important 
railroads carry both interstate and intrastate traffic, they are sub¬ 
ject to the regulations of the Federal Interstate Commerce Com¬ 
mission and the Public Service Commissions of the various states. 
While a natural spirit of independence makes railroad manage¬ 
ment resent the constant encroachment of public regulation, in¬ 
vestors have been helped probably more than harmed by the 
development. The evils of unregulated competition, as shown in 
the railroad history of several decades ago, were immeasurably 
more harmful to holders of railroad securities than the disad¬ 
vantages that currently arise in rate, wage, and financial con¬ 
troversies. 

The principal regulatory body affecting the railroads is the 
Interstate Commerce Commission, a Federal body appointed bv 
the President. The powers of the Interstate Commerce Commis¬ 
sion, which were merely observatory when the Commission was 
first organized in 1887, have been gradually increased, particularly 
in 1903, 1906, 1910, 1913, 1920, 1933, and 1940, until they now 
comprise a wide scope of regulatory authority over all railroad 
operations. Many of these powers directly affect the investment 
position of railroad securities. 

The outstanding power of the Interstate Commerce Commis¬ 
sion is that with respect to rate regulation. Under legislation 
enacted in 1933, the Commission is no longer required to give the 
companies any definite income, such as a fair return upon a fair 
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value, but is told to set rates sufficient to provide adequate and 
efficient service at the lowest reasonable cost. 

The Commission has broad regulatory powers with respect to 
new financing by railroad companies. New securities, both bonds 
and stocks, may be issued only with the approval of the Commis¬ 
sion after careful investigation of the purpose of the issue, the 
amount required, the nature of the security, and the cost of dis¬ 
tribution. Although such approval does not constitute an invest¬ 
ment recommendation, there can be no doubt that investors are 
protected through this function, insofar as conditions then pre¬ 
vailing are concerned. The erosion of changing economic con¬ 
ditions on the value of railway securities over a period of time is 
another matter. 

The additional authority that the Commission has with respect 
to accounting procedure and periodical earnings statements is 
also helpful to the investor. All railroad companies are required 
to keep bookkeeping accounts in strict accordance with a standard 
uniform system that assures reliable statements and permits ready 
comparison of results. Moreover, all carriers must submit monthly 
statements of earnings, which statements are published in the 
newspapers and enable investors to keep in close touch with the 
operations of the companies. Very few companies outside of 
the railroad field publish monthly earnings. Such figures permit a 
constant review of earnings that is most desirable. 

New railroad mileage may be constructed and existing mileage 
abandoned only with permission of the Commission. Holders of 
securities in existing properties, as well as prospective investors 
in new lines, are thus protected against the loss that would result 
ironi the uneconomic competition of facilities provided in excess 
of the demand. Conversely, holders of securities in unprofitable 
fines are not protected against continued losses incurred in the 
operation of such properties. 

Competing railroad companies are not allowed to consolidate 
without the approval of the Commission. As such approval is far 
from perfunctory and is based chiefly upon public advantage, 
tfiis veto power of the Commission has become a most potent 
factor over recent years. Numerous important proposed consolida¬ 
tions have been disapproved as being opposed to the public in¬ 
terest. 
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Railroad systems. Investors in railroad securities should recog¬ 
nize that the corporate title of a company rarely indicates the area 
served. Despite its title, the New York, Chicago and St. Louis 
railroad, better known as the “Nickel Plate,” operates only be¬ 
tween Buffalo, Chicago, and St. Louis. The New York Central 
railroad, on the other hand, operates between Boston and St. 
Louis. The Chicago, Rock Island and Pacific railroad does not go 
beyond the Rocky Mountains, whereas the Atchison, Topeka and 
Santa Fe railroad operates as far east as Chicago and as far west 
as San Francisco. The Gulf, Mobile & Ohio serves Chicago but 
not Ohio. The Illinois Central railroad operates as far south as 
New Orleans, and the Pennsylvania railroad operates as far west 
as Chicago and St. Louis. The so-called “transcontinental" rail¬ 
roads, such as the Northern Pacific and the Union Pacific, do not 
operate east of Chicago, nor do any of the "trunk” lines of the 
Atlantic States operate west of St. Louis, except insofar as certain 
of their passenger cars participate in joint transcontinental ser¬ 
vices. The Bangor and Portland railroad is surprisingly found to 
operate in Pennsylvania rather than in Maine. Only through 
reference to a railroad map may the territory served by any par¬ 
ticular company be ascertained. 

Railroad investors should further recognize that railroad sys¬ 
tems and railroad companies are not identical. The New York 
Central railroad company operates only from New York to Buffalo, 
whereas the New York Central railroad system includes many 
leased lines, among which are the Boston and Albany (Boston to 
Albany), the West Shore (Hoboken to Buffalo), the Michigan 
Central (Buffalo to Detroit to Chicago), the Lake Shore (Buffalo 
to Cleveland to Chicago), and the Big Four (Cleveland to St. 
Louis). As the securities issued by these companies have been 
assumed or guaranteed bv the New York Central, they are all 
grouped as New York Central issues. The Pennsylvania railroad 
company operates only from Philadelphia to Pittsburgh, whereas 
the Pennsylvania railroad system includes important leased lines, 
such as the United New Jersey (New York to Philadelphia), the 
Philadelphia, Baltimore and Washington (Philadelphia to Wash¬ 
ington), the “Fort Wayne” (Pittsburgh to Chicago), and the “ Pan 
Handle” (Pittsburgh to St. Louis). As in the case of the New 
York Central, the securities of the leased companies are guaran- 
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teed or assumed by the Pennsylvania and considered as Pennsyl¬ 
vania issues. Such a grouping of leased lines is to he found in most 
of the large systems but is more prevalent in the older railroads 
of the Northeast. 

The ten most important railroad systems in the United States 
from the standpoint of operating revenues and mileage are shown 
in the accompanying tables. 


System 

Av. Revenue 
1940-1949 
(in millions) 

Rank 

Pennsylvania . 

$843.0 

1 

New York Central . 

628.5 

2 

Atchison. Topeka & Santa Fe. 

416.8 

3 

Southern Pacific . 

389.9 

4 

Union Pacific. 

382.6 

5 

Baltimore & Ohio. . 

324.2 

6 

Chesapeake &; Ohio. 

280.8 

7 

Illinois Central . 

218.9 

8 

Southern . . 

209.7 

9 

Chicago, Milwaukee. St. Paul & Pacific. 

204.0 

10 


System 

Average Mileage 
Operated 

1949 

Rank 

Atchison, Topeka & Santa Fe. 

13,102 

1 

Southern Pacific . 

12,471 

2 

New York Central. 

10.726 

3 

Chicago. Milwaukee, St. Paul U Pacific. 

10.671 

4 

Pennsylvania . . 

10,140 

5 

Union Pacific. . 

9.725 

6 

Chicago, Burlington & Quincy- 

8,767 

7 

(•real Northern. 

8.318 

8 

Chicago & North Western 

8.076 

9 

Chicago. Rock Island Pacific. 

7,621 

10 


Geographical influences. Geography plays an important part 
in railroad prosperity. The size of the territory served, its growth, 
physical features, density of population, natural resources, manu¬ 
facturing plants, and commercial activities directly affect the 
earning power of any particular company. As all of these factors 
do not operate with uniform advantage to any company, the con¬ 
servative investor seeks a favorable combination rather than a 
maximum of advantage in all respects. 
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The size of the territory limits the distance over which traffic 
may be carried bv the company. Because freight traffic contrib¬ 
utes the bulk of railroad earnings, because freight rates vary with 
the distance carried, and because the transportation cost varies 
more with terminal expense than with distance, it readily follows 
that long-haul traffic is relatively more profitable than short-haul 
shipments. Companies serving extended areas, such as the Union 
Pacific and the Atchison, therefore have an operating advantage 
over those serving smaller districts, such as the New Haven and 
the Central Railroad of New Jersey. 

The topography of the territory has distinct bearing upon oper¬ 
ating conditions. Companies serving relatively level areas, such as 
the Mississippi Valley region, usually operate more economically 
than those serving mountainous districts. Rugged terrain means 
additional capital expenditures for bridges, cuts, tunnels, snow- 
sheds, and extra locomotives, as well as greater revenue expen¬ 
diture for fuel and for repairing slides and washouts. In addition 
to these expenses is the necessity of running lighter trainloads at 
slower speed in a district of poor traffic density. On the other 


TOPOGRAPHICAL COMPARISON OF NEW YORK-CHICACO ROUTES 



Mi 

Ruling Grades 

Maximum 

System 

B 

East 

Bound 

West 

Bound 

Elevation 

(Feet) 

New York Central . 

979 

iHIEfS 

0 .6% 

995 

Eric . 

998 

i.i 

1.1 

1.518 

Pennsylvania . 

908 




Baltimore & Ohio . 

993 

0.8 

0.9 

2.270 


hand, flood conditions are always a potential danger in low, flat 
areas. Proximity of terminals to ports is another factor, helpful in 
providing a source of traffic but harmful in offering a low-cost 
competitor. An interesting illustration of the effect of topography 
is shown in the accompanying comparison of the routes followed 
by the four principal trunk lines from New York to Chicago. New 
York Central enjoys a substantial natural advantage in that its 
maximum elevation and ruling grades are much lower than those 
of the other companies. 

The density of the population has further bearing upon earn- 
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ings. In a thickly populated region, passenger traffic is large—a 
negative factor in most instances, since passenger traffic is rela¬ 
tively nonprofitable, requiring expensive terminals and careful 
train operation.* In such a region, property values are high, mak¬ 
ing for high tax rates, and expensive safety devices are necessary 
to prevent accidents. Concentration of population, however, usu¬ 
ally means a higher than average rate of commercial and industrial 
activity, both of which bring lucrative freight traffic. 

Natural resources are reflected in the products of agriculture, 
the forest, and the mine. Shipments of these products comprise 
the backbone of the freight traffic of the nation. So important are 
these resources in many districts that the prosperity of the entire 
region, including, of course, the carriers, depends almost entirely 
upon a single commodity. Cotton in the South, petroleum and 
wheat in the Southwest, wheat in the Northwest, corn in the 


Central West, coal in the Appalachian section, lumber in the 
South and the West, copper in the Rocky Mountain section, iron 
in the Great Lakes section, and citrus fruits in Florida, California, 


and Texas all e\ idence the great importance of this factor. Ship¬ 
ments of these commodities are usually carried profitably in bulk 
over long distances. Economic distress in any commodity, how¬ 
ever, seriously harms the earning power of the railroad companies 
dependent upon it. 

Manufacturing and commercial activity in any area bears di¬ 
rectly upon tin- prosperity ol the serving carriers. A high degree 
of activity and a broad diversification of enterprise make a most 
satisfactory background for railroad traffic. Experience has shown 
that such areas provide a more profitable and a more reliable 
source of shipments than do districts rich in natural resources. 

As railroad companies do not hold monopolies and must com¬ 
pete for traffic, at fixed uniform rates, with one another and with 
other means of transportation, the prospective investor in railroad 
securities in any particular territory should carefully consider the 
competitive situation in that region and endeavor to select those 
companies that are offering the better service, other things being 
equal. 


- According to the Interstate Commerce Commission computations, the passenger- 
operating expense ratio lor Class I railroads in 1949 was 136.7 per cent, in contrast 
to H0.3 per cent lor freight traffic. 
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Operating data. The annual reports published by the American 
steam railroad companies contain a vast amount of statistical and 
financial data, most of which are of sen-ice only to those intimately 
acquainted with railway operations. In addition to such data, 
moreover, detailed elaborations are published in the reports of 
the Bureau of Statistics of the Interstate Commerce Commission. 
Although all of this information directly or indirectly has a bear¬ 
ing upon the investment position of railroad securities, the aver¬ 
age investor would find it expedient to concentrate his attention 
on a relatively small group of items among the operating data. 

The number of miles of line operated indicates the size and the 
importance of the road and serves as a common denominator for 
comparison of roads of unequal size. As before stated, the longer- 
haul roads are regarded as the better. 

The traffic density is the major indicator of volume of traffic 
and so is obviously very important in measuring earning power. 
Freight traffic density is measured by the revenue ton-miles car¬ 
ried per mile of line, and passenger traffic density by the number 
of revenue passenger-miles carried per mile of line. In normal 
times, a freight density of between one and two million ton-miles 
per annum would be an average density. However, since this 
figure is a measure of volume only, its significance depends on the 
character of the traffic and the rates charged for that traffic. A 
road with relatively light freight traffic density derived from high- 
rate traffic may be as productive as one with heavier density made 
up of heavy low-grade traffic. 

It is not surprising to find considerable variations in traffic 
density existing in different parts of the country. The freight 
traffic density of all Class I roads for the entire nation in 1950 was 
7,829 net ton-miles per day, but the range was from 6,066 in the 
Western to 19,329 in the Pocahontas district. 

Commodity tonnage shows the nature of the traffic handled 
and is usually discussed on a percentage basis. Each company 
reports commodity statistics in major groups, as well as in separate 
detail. Such data throw interesting light upon the earning power 
of the individual companies. As freight rates are based upon the 
general principle of charging what the traffic will bear —that is, 
proportionate to the value of the shipment—it obviously follows 
that valuable commodities are more profitably carried and that the 
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companies which are favored by shipments of higher value are 
in an advantageous position. As shown in the accompanying 
table, the more profitable traffic comprises: (1) shipments in less 
than carload lots, which yield about $26 per average ton carried; 
(2) animal products, which yield over $12 per ton; (3) manu- 


ANALYSIS OF COMMODITY STATISTICS 0 
(Based on 1949 Traffic-Class I Railways) 


Croup 

Revenue 
per Ton 

Tonnage 

Percentage 

Revenue 

Percentage 

Agricultural. 

$ 8.09 

mm 

15.4% 

Animal. 

12.33 

■MU i 

3.9 

Mineral . 

2.57 

eOSy 

22.8 

Forest. 

6.98 


6.6 

Manufactured & Misc. 

10.12 

30.9 

45.9 

Total (carload ) .... 

$ 5.76 

-mm 


Less than carload. 

26.05 

mm 

■fl 

All classes. 

$ 6.02 

100 .0% 

100 .0% 


COMPARATIVE COMMODITY STATISTICS 0 (1950) 
(Revenue Received from Total Freight Carried) 


Company 

Agri¬ 

culture 

Animals 

Mines 

Forests 

Manu¬ 

factures 

Less 

Than 

Carload 

Atchison . 

21 .2% 

3.7% 

PO 

3.6% 

56.5% 

7.6% 

Atlantic Coast Line 

13.2 

1.6 

FTft 

14.8 

42.3 

6.0 

Burlington. 

21.0 

6.6 


6.4 

40.8 

6.8 

Illinois Central .... 

15.6 

5.3 

26.1 

8.0 

39.1 

5.9 

New 1 laven. 

7.8 

4.5 

14.7 

3.6 

56.4 

13.0 

New York Central .. 

6.8 

4.7 

28.0 

2.6 

50.0 

7.9 

Rock Island . 

26.6 

4.9 

12.3 

5.0 

47.4 

3.8 


•Source: Intmtalc Commerce Commission. 


facturcd products, which yield over $10 per ton; and (4) agri¬ 
cultural products, which yield about $8 per ton. The two least 
productive are: (1) mineral products, which yield less than $3 
per ton; and (2) forest products, which yield about $7 per ton. 
Profits are not directly proportionate to revenues, however, as the 
low-grade commodities can be moved somewhat more economi¬ 
cally. That road is in the more favorable position which can show 
a lair percentage of the high-grade commodities (to gain a better 
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average revenue per ton) and a reasonable balance of diversifica¬ 
tion over the group (to derive stability of earnings and to avoid 
uneconomic returning of empty cars from destination points). 

An interesting comparison of the commoditv statistic per¬ 
centages for a selected group of companies in different sections 
of the country appears in the accompanying table. It will be ob¬ 
served that, although none of these companies shows what might 
be termed an ideal degree of diversification, the Western carriers 
carry a better distribution of traffic than do the Eastern roads. 

The average length of haul is a significant figure. Although 
lower rates per mile are received, long hauls are made at a rela¬ 
tively lower cost, since terminal costs can be spread out over a 
longer distance. Furthermore, long-haul traffic is less vulnerable 
to truck competition. For the year 1949, the average haul of reve¬ 
nue freight for carriers in the various districts was 227 miles. 
Variations in this figure among different railway companies (aver¬ 
age for 1940-1949) are illustrated by the following selections: 



Miles 

New Haven. 

. 151 

Pennsylvania . 


Southern. 

. 225 

Atchison. 

534 

Union Pacific. 

. 584 


Various performance ratios are available for the railroad sys¬ 
tems and (in the investment services) for individual carriers. Of 
these only a few will be mentioned here. Gross ton-miles per 
freight train-hour is frequently referred to as the best single 
measure of freight transportation efficiency since it combines the 
speed factor with the total weight of the train behind the loco¬ 
motive and tender and reflects the average performance for each 
hour of transportation. The figure was 44,353 ton-miles for all 
Class I railways in 1950, a rise from 24,539 ton-miles as of 1929. 
Car-miles per car-day measures the extent to which cars are kept 
moving and so contributing to revenue. The figure for freight- 
cars in 1950 for all Class I carriers was 46.5 miles, a decline from 
the peak of 51.9 in 1944 but a significant increase over the 1929 
figure of 34.4 miles. Average speed of freight trains has increased 
to 16.8 miles per hour in 1950 as compared with 13.2 miles in 1929. 
Average load per car and per train indicate utilization of equip- 
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merit. In freight service, these figures were 31.7 tons per car and 
1,224 tons per train for 1950, for all Class I railways, as compared 
with 26.9 and 804 tons for 1929. 

Income statement analysis. The profit and loss report of a steam 
railroad company is prepared along lines peculiar to the condi¬ 
tions in that industry and differs materially from that of an in- 

4 4 

dustrial company. The difference lies in the manner in which 
revenue and expense items are presented. The ensuing discussion 
is based upon the standard form of railroad accounts. The com¬ 
bined income statement for all Class I railways for selected years 

« * 

is used as a reference. 


INCOME ACCOUNTS-CL ASS I HAILWAYS 
For Selected Years 

(Somewhat condensed; in millions of dollars) 



1929 

1932 

1936 

1944 

1946 

1950 

Total operating revenues- 

$6,279 

$3,126 

$4,052 

$9,437 

$7,628 

$9,473 

Freight . 

4.826 

2,451 

3,309 

6,999 

5,787 

7.817 

Passenger . 

874 

377 

412 

1,790 

1,259 

813 

Mail, express, and other .. 

580 

298 

331 

648 

_582 

843 

Total operating expenses- 

$4,506 

$2,403 

*2.931 

$6,282 

$6,357 

$7,059 

Maintenance of way and str. 

855 

351 

455 

1.263 

1,150 

1,287 

Maintenance of com potent 

1.203 

619 

783; 

1.587 

1.469 

■V7|T1 

Tralfic . 

Transportation . 

110 

2.080 

96 

1,158 

KM) 

1.403 

136 

2.974 

165 

3,212 

192 

1,491 

General and miscellaneous 

238 

_179 

iss 

322 

361 

381 

Net operating revenue . 

Uncollectible ry. revenue 

$1,773 

$ 723 

1 

$1,121 

$3,155 

SI 270 

$2,414 

Hailway tax accruals. 

396 

275 

320 

1.846 

498 

1,195 

Hailway operating income .. 

$1,376 

$ 447 

$ 801 

$1,309 

$ 772 

$1,219 

Hire of equipment (l)r.) .. 

95 

85 

94 

152 

113 

140 

Joint facility rents (Dr.) .. 

29 

36 

40 

- 

51 

39 

39 

Net railway operating income 

$1,252 

$ 326 

$ 667 

$1,106 

$ 620 


Other income. 

L 

225 

185 

211 

210 

266 

Total income . 

$1,611 

$ 551 

1 $ 852 

$1.317 

$ 830 

rrrvi 

Miscellaneous deductions_ 

Income available for fixed 

$ 22 

$ 24 

$ 21 

$ 41 

$ 34 

$ 48 

charges . 

1,589 

527 

831 

1.276 

796 

1,258 

Fixed charges. 

$ 680 

$ 651 

$ 653 

$ 566 

$ 471 

$ 478 

Contingent charges. 

12 

12 

13 

43 

38 

47 

Net income. 

$ 897 

$ 139 
(del.) 

$ 165 

$ 667 

$ 287 

$ 783 

Dividend appropriations_ 

$ 490 

$ 92 

$ 170 

$ 246 

$ 235 

$ 312 


Soimr,: Interstate Commerce Commission; Bureau of Railway Economics. 
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Total operating revenues include all receipts from railroad 
operations but exclude receipts from other sources, such as in¬ 
come from investment securities owned by the company. For all 
railroads in the country, freight traffic contributes about 83 per 
cent of the total; passenger traffic, about 8 per cent; and mis¬ 
cellaneous services, such as mail and express, about 9 per cent. 
The percentages for individual roads, in many instances, differ 
considerably from the group averages. In 1950 New Haven 
showed about 58 per cent from freight and 31 per cent from pas¬ 
sengers; New York Central, 72 per cent from freight and 15 per 
cent from passengers; Pennsylvania, 74 per cent from freight and 
15 per cent from passengers; Burlington, 81 per cent from freight 
and 7 per cent from passengers; and Missouri Pacific, 84 per cent 
from freight and 5 per cent from passengers. 

A study of railway data shows the relation of freight revenues 
to general business conditions. Volume of freight traffic, or, more 
specifically, traffic density, is heavily influenced by the volume of 
production of heavy industry. Freight revenues diminished 50 
per cent between 1929 and 1932; fair recovery took place in the 
middle 1930's, but the years 1938-1939 brought another substan¬ 
tial decline. During World War II both freight and passenger 
revenues soared to record heights; the immediate post-War years 
saw substantial declines, especially in passenger revenues. As a 
result of substantial rate increases, freight revenues increased 
substantially in 1948-1950, in the latter year, they fell just short 
of matching the record 1948 figure of approximately $8 billions. 

In the same year, however, passenger revenues were less than they 
had been two decades previous. 

Volume of traffic is one of the two determinants of revenues; 
the other is the rate level. The price of railway service is best 
measured by average revenue per ton-mile and per passenger- 
mile. For Class I railways as a whole, the former figure was 1.329 
cents and the latter 2.561 cents, in 1950, as compared with 1.076 
cents and 2.808 cents, respectively, in 1929. Such figures, espe¬ 
cially for freight traffic, van' considerably among districts and 
companies, depending on the type of commodities hauled. Car¬ 
riers that are handicapped by a low average revenue on a ton-mile 
basis (caused largely by low-grade shipments) face a formidable 
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obstacle unless they enjoy unusually high traffic density or un¬ 
usually long hauls. 

In using such factors as traffic density, revenues per ton-mile, 
and other indicators, care must he taken to compare companies 
in the same geographical area and operating under substantially 
the same conditions, including vulnerability to competition from 
other carriers. Otherwise, conclusions concerning differences in 
operating management are not warranted. 

Total operating expenses include all the direct and indirect 
expenses, such as wages of employees, cost of materials purchased, 
and administrative overhead, incurred in the conducting of oper¬ 
ations. For reasons of analytical expediency and in conformance 
with long-established practice, operating expenses are not classi¬ 
fied in the usual corporate manner of labor, materials, and over¬ 
head, but more in harmony with the major operating divisions. 
Hence, wages are included in several items rather than shown as 
a single lump sum. 

Maintenanee of way and structures includes the cost of ma¬ 
terials (rails, tics, ballast, and so forth) and the wages of labor 
consumed in the maintaining of the road bed and structures 
(bridges, depots, shops, and so forth) used in operations. For 
the average Class I railroad, this item (including depreciation) 
requires about $5,500 per mile operated per year and represents 
between 13 and 15 per cent of operating revenues. 3 

A standard somewhat more scientific than maintenance per mile 
operated is offered by the Interstate Commerce Commission in its 
eipiated track-mile , which is based upon the relative importance 
of main track as distinguished from extra tracks and sidings. This 
figure, however, is not available in the annual reports of the 
companies, but is contained in Moody’s Manual of Investments. 
The average for Class I railways for the period 1945-1949 was 
$5,290. 

As maintenance expenditure is controllable to a considerable 
degree, reports should be carefully scrutinized to ascertain the 
relatixe adcquacs of the amount expended. Managements have 
bet'ii known to “skimp on maintenance to show favorable earn- 

Cl.iss I «i)in|>.ini«' are those* whose o|>er.ttiiig revenues exceed $1,000,000 
annually. The ( lass I "roup o|M*rate$ al*out 04 jn-r cent of the total mileage and 
earns about 07 per cent ul the total revenues in the United States. 
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ings, obviously a short-sighted policy. On the other hand, the 
expenditure may be excessive, thus resulting in an understatement 
of earnings. During the period it was in bankruptcy (1935-1944), 
the Western Pacific almost completely rehabilitated its line, caus¬ 
ing the maintenance ratio over this period to run as high as 20 
per cent of revenues. Companies serving mountainous districts, 
however, naturally must expend more for maintenance of way 
and structures. The adequacy of maintenance should be tested 
on the per mile basis, as well as on the percentage of revenue basis, 
with due consideration for traffic density. 

Maintenance of equipment includes principally the cost of 
material and the wages of labor consumed in the repairing of the 
engines and the cars owned by the company. It also includes the 
amounts set aside for depreciation and retirement of equipment. 
For the average American railroad, this item requires an expen¬ 
diture of about $7,000 per mile operated per year and represents 
from 19 to 20 per cent of operating revenues. Since equipment 
maintenance varies directly with usage, maintenance cost per 
mile run affords a further check on adequacy. Maintenance ex¬ 
pense per mile is between 30 and 35 cents for locomotives and 
roughly one cent for freight cars and three cents for passenger 
cars. Failure to maintain rolling stock in good condition is re¬ 
garded as a serious matter, since this equipment provides the 
direct source of revenues. 4 

Total maintenance expense ratio , which is the ratio of main¬ 
tenance of way and structures plus maintenance of equipment to 
operating revenues, is regarded as a comprehensive criterion of 
maintenance policy. A reasonable standard would be between 30 
and 35 per cent of revenues. The interpretation is that any amount 
under 30 per cent for both purposes would indicate undermain¬ 
tenance and that any amount over 35 per cent would show excess 
maintenance. 

Traffic expense is a comparatively small item which indicates 
the expense incurred in the soliciting rather than in the conduct¬ 
ing of traffic. The amount seldom exceeds 2 per cent of revenues. 
Transportation expense is the largest item in the operating ex- 

4 The advanced student will find many elaborate statistics indicating relative 
adequacy of maintenance expense in the annual reports of the companies and in 
the I.C.C. annual volumes of railroad data. 
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pense group, comprising chiefly the wages of stationmen and 
trainmen and the cost of fuel. For the average American railroad, 
this item requires an expenditure of about $15,000 per year per 
mile operated and represents lx*tween 38 and 42 per cent of 
operating revenues. Management has little control over this item, 
as wages are fixed largely by Federal authority and fuel prices 
depend upon economic conditions. Fortuitous though it may be, a 
low transportation expense ratio is an excellent commendation. 
Proximity to the leading coal-mining regions benefits all roads in 
the Pocahontas District in this regard, since they not only buy 
fuel cheaply but carry a commodity to other users that can be 
moved with maximum economy. For this reason, Chesapeake and 
Ohio and Norfolk and Western normally report transportation 
expense ratios of only about 35 per cent. 

General expense includes chiefly administrative overhead, such 
as salaries of officers and clerks, legal fees, and pension benefits. 
The amount is relatively small, usually under 3 per cent of 
revenues. 

All other expenses include miscellaneous items, seldom aggre¬ 
gating 1 per cent of revenues. 

Total operating expense is the sum of the separate expense 
items. For the average American railroad, operating expenses 
aggregate about $30,000 per year per mile operated and repre¬ 
sent between 75 and 80 per cent of revenues. 

The relation of operating expense to operating revenues, or 
operating ratio , is a time-honored measure of operating efficiency. 
In the 1920’s and 1930’s, a standard of 70 per cent was often sug¬ 
gested, but increases in costs of materials, fuel, and labor, and 
the lag of rates behind costs, have resulted in a higher ratio for 
nearly all carriers in recent years. For Class 1 railways as a whole, 
the ratio fell as low as 61.63 per cent in 1942, before increased 
revenues were offset bv increased costs, but rose to 83.35 per cent 
in 1946, falling to 74.52 per cent in 19.50. It is apparent that under 
present conditions even a mild reduction in operating revenues 
will increase the ratio substantially, since costs cannot be reduced 
m proportion. And even if they are, the dollars of net revenue 
after expenses may drop to an unprofitable level. 

In judging the operating ratio of an individual carrier, the 
maintenance and transportation expense must be taken into con- 
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sideration. A low operating ratio mav he the result of skimping 
on maintenance. High maintenance ratios accompanied by a low 
transportation ratio that combine to produce a low operating 
ratio in comparison with carriers operating under similar condi¬ 
tions would indicate superior performance. 

Net operating revenue is the balance remaining after operating 
expenses have been deducted from operating revenues. This 
amount represents the gross profit from operations and from it 
must be paid taxes and fixed charges in the proper sequence of 
claim. 

Railway tax accruals represent the first charge against net 
revenue. The proportion representing payments to local govern¬ 
ments is relatively stable from year to year; the major cause of 
variations in total tax expense, and of the increase in the past 
decade, is the Federal income tax levy. These variations can be 
seen in the combined figures for Class I railways presented pre¬ 
viously. Taxes reached their peak in 1942-1944 as a result of 
higher profits and high wartime tax rates. In the period 1946-1950, 
they averaged 10 per cent of gross revenue, but their investment 
importance is more clearly revealed by the fact that in those five 
years they comprised 170 per cent of the entire net income re¬ 
ported: $4,109 millions of total taxes versus $2,323 millions of net 
income. 

The location of Federal income taxes on the railway income 
statement is unusual; technically, they should show as deductions 
from net income. However, to railroad management they repre¬ 
sent expenses that should be covered by revenues so as to leave 
a fair return, hence their position next to the operating section of 
the statement. This practice does, however, have the effect of 
understating the coverage of fixed charges, since the real amount 
earned for rent and interest is the pre-income tax figure. 

Railway operating income is the balance remaining after de¬ 
duction of the preceding expense and tax items. It is subject to 
adjustment in all individual cases (an adjustment largely elimi¬ 
nated in the consolidated figure for all roads) for hire of equip¬ 
ment, under which one company pays another for the use of 
equipment loaned on through traffic, and for joint facility rents, 
which cover payments for the use of consolidated services, such 
as bridges and union passenger terminals. The amounts involved 
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in these two items differ considerably among individual com¬ 
panies. Most railroads report net debit balances for these two 
items, but certain roads (Northern Pacific and Norfolk & Western 
are notable examples) obtain large credit balances from equip¬ 
ment and joint facility rents, which factor places these roads in a 
relatively favorable position. 

Net railway operating income is the balance produced from 
operations for the security holders. It is the return received from 
the capital invested in the operating property. The net railway 
operating income stated as a per cent of property investment 
(with an allowance for working capital) is the "rate of return” 
referred to by the railroads as indicating their over-all earning 
power, and its unsatisfactory level in most years is the chief argu¬ 
ment for higher rates that would produce a return sufficient to 
support the investment in the industry and to attract new capital. 
A review of the rate earned by all railroads as a group in the past 
three decades suggests the inadequate earning power of the in¬ 
dustry as a whole. In only one of the years from 1921 to 1950 
inclusive (1942) did the rate (on net property after depreciation) 
exceed 6 per cent. In only six of these years was it 5 per cent or 
above. In 13 of the years the rate was less than 3 per cent. Al¬ 
though a return of 5 per cent on investment is adequate to cover 
all fixed charges and leave a reasonable balance for dividends, a 
return under 3 per cent is barely adequate to cover fixed charges 
alone. Since World War II, the return has averaged 3.5 per cent, 
and reached 4.22 per cent in 1950. The failure of the combined 
roads to show a fair rate of return does not mean, however, that 
no individual companies have done so. As in other respects, there 
is a wide range in this measure of earning power within the whole 
group. 

Other income , also called non-operating income , includes all 
revenues from sources other than direct operations. In large part, 
it represents interest on bonds and dividends on stocks of other 
railroad companies and outside interests. The importance of this 
item, so far as indi\idual companies are concerned, is not uniform. 
It means a great deal, lor example, to Union Pacific, which usually 
derixes about one-half of its income from this source. It is im¬ 
portant also to Peimsx lvania Railroad and New York Central as 
large holders of investment securities. As Union Pacific learned 
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in 1931 and 1932, however, other income is not always a reliable 
source of revenue when it is derived in the form of dividends on 
stocks of other companies. 

Total income is the sum of net railway operating income and 
other income. Miscellaneous deductions consist of expenses in¬ 
curred with the earning of non-operating income. 

FLxed charges represent those financial expenses that must be 
paid as they fall due. They include: (1) rent for leased road, 
usually in the form of guaranteed interest or dividends; (2) rent 
for miscellaneous properties; (3) interest on funded (long-term) 
debt; (4) interest on unfunded (short-term) debt; and (5) amor¬ 
tization of discount on funded debt. (Sinking and capital fund 
provisions normally should be regarded as capital adjustments, 
but in railroad reorganizations in recent years the I. C. C. has 
directed that such items be charged to current earnings.) Where 
fixed charges exceed 10 per cent of operating revenues and are 
not earned (that is, covered by total income) at least one and 
one-half times over a representative period of years, investment 
weakness is indicated, even for the senior securities of a company. 

The fixed charges of the railroads as a whole have been ma¬ 
terially reduced in recent years, from $680 millions in 1929 to 
$428 millions in 1950. This reduction is mainly the result of three 
influences: (1) the reorganization of weaker roads after the de¬ 
pression of the early 1930’s; (2) the refunding of outstanding 
debt at lower interest rates; and (3) the retirement of debt from 
earnings since 1940.' In 1949 and 19.50, Class I railways as a group 
earned their total fixed charges 2.14 and 2.94 times, respectively. 
But within the industry a wide variation in performance exists. 
The following table shows the 1949 coverage of fixed charges of 
all railroads with operating revenues in excess of $50 millions. 

Another method of showing the earnings protection to bond¬ 
holders is to compute the "margin of safety" or "safety factor," 
that is, the per cent of operating revenues earned after fixed 
charges but before income taxes. This is the “cushion" of earnings 
underlying the fixed charges-the proportion by which the reve¬ 
nues could decline without reducing the interest coverage to less 
than one. The safety factor may also be computed by using the 

& In (lie period 1940-1950 the total funded debt (exclusive of equipment obliga¬ 
tions) was reduced $2.5 billions-from $9.1 billions to $6.6 billions. 
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per cent earned after fixed charges and preferred dividends to 
show the margin of safety for preferred dividends. 


RATIO OK INCOME AVAILABLE FOR FIXED 
CHARGES TO FIXED CHARGES. 194?) 
(Companies with upcruting revenues ol over $50,000,000) 


Norfolk & Western. 11.7?) 

Chgo., HI. & Pat*. 11.64 

Union Pacific. 9.05 

A.. T. N S. Affiliated Cos. .. 8.99 

Seaboard Air Line. 6.30 

St.L.SAV. Lines 5.55 

N Y.. C. & St. L. 5.02 

Wabash . 4.57 

C.. B. & y. 3.65 

Denver Ac R. C. West. 3.51 

Gt. Northern . 3.43 

M. K. T. Lines. > >1 

Gulf, Mobile & 0. 3.28 

C., NL. St. P. & P,. 3.13 

St. L-S.F. MO 

Atlantic Coast Line. 2.8| 

Texas & Pacific. 2.75 

Chgo. & NAV. 2.71 

Eric . 2.59 


Illinois Central . 2.55 

So. Pac. System. 2.48 

Delaware & Hudson. 2.26 

Louisville 6c Nashville. 2.11 

Reading . 2.0?) 

N.Y., N IL & II. 2.00 

Chesapeake & Ohio. 1.97 

North. Pac. 1.95 

Southern . 1.92 

Boston & Maine . 1.74 

1X1.. l.aeka. Ac West. 1.57 

Pennsylvania . 1.26 

Balt. Ac Ohio. 1.25 

N. Y. Central 1.23 

Lehigh Valley. 1.20 

Missouri Pacific. 1.16 

Grd. Tr. Western. .69 

Long Island.— (dcf.) 


Source: Interstate Commerce Commi»>ion. Monthly Commrnl oh Transportation Slalislia, 
March 14. I9S0. 


Contingent charges consist mainb of interest on income bonds 
issued as a result of reorganization, on which interest is payable 
only if earned. 


Net income is the balance remaining for dividends and surplus. 
I he figure for Class I railways since 1929 has ranged from a deficit 
of $139 millions in 1932 to the peak of $902 millions in 1942. The 
1950 figure was $783 millions. Such instability is the result of two 
main influences: (1) the fluctuations in net railway operating 
income, aggravated by (2) the presence of large fixed charges. 

Net results for individual carriers may differ greatly from the 
showing of the industry as a whole. Even in a year like 1942, 
when the industry’s net was at an all-time peak, 13 out of 128 line- 
haul railroads reported deficits. And some carriers, such as Nor¬ 
folk & Western and Union Pacific, have earned substantial profits 
even in years such as 1932 and 1938. 

The over-all rate earned on the stockholders’ investment is 
measured by the relationship between net income and total net 
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worth. The range has been from a deficit (1932, 1938) to 7.8 per 
cent (1943). The figure for 1950 was 5.6 per cent. 

Dividends distributed in recent years by railroad companies as 
a whole have been generally disappointas a result of fluc¬ 
tuating earnings and the policy of retaining a substantial portion 
of those earnings, even in the World War II period, when net 
income was substantial. The rate paid on par value averaged 3.34 
pci cent in the period 1946-1950. This is not to say, however, 
that some individual companies have not earned and paid sub¬ 
stantial returns to their owners. On the whole, however, holders of 
railroad common stocks have learned over the years that dividend 
declarations in ordinary times seldom exceed one-half of the 
available earnings. Fortunately, the use of earnings by the more 
prosperous roads to reduce funded debt and fixed charges has 
improved the financial position of many carriers over the past 
decade. 

Balance sheet analysis (assets). Railroad balance sheets differ 
from balance sheets of other corporations in the terms used, the 
order of the items, and the relative importance of various items. 

1 he following is a summarized statement for all Class I line-haul 
steam railways in the United States as of December 31, 1949 (in 
millions of dollars): 


Assets 

Investment in transportation property . $24,003.7 

Less—depreciation and amortization . 6,053.8 

$17,949.9 

Investments in affiliated companies, special funds, 

and (net) misc. property. .. 4,516.0 

Current assets. 3,067.1 

Deferred assets and unadjusted debits. 393.1 


$25,926.1 


Liabilities 

Capital stock: 

Common . $6,017.0 

Preferred . 1,863.1 

Long-term debt . 

Current liabilities. 

Deferred liabilities . 

Unadjusted credits . 

Surplus. . 


$ 7,880.2 
9,154.0 
1,696.6 
589.9 
562.1 
6,043.3 

$25,926.1 
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The outstanding item that appears on the asset side of the rail¬ 
road balance sheet is the Investments account, of which Road and 
Equipment is the chief factor. In most instances, this item dom¬ 
inates the group, running as high as from 80 to 90 per cent of total 
assets. The nature of the railroad business requires a heavy in¬ 
vestment in physical assets. In setting up this account on the 
balance sheet, the companies usually include the value of equip¬ 
ment purchased under trust agreements and the value of im¬ 
provements to leased property; the underlying value of leased 
property, however, is excluded. The bases upon which the prop¬ 
erty is valued are far from uniform. Prior to 1906, assets were 
valued largely according to the discretion of management, with 
grounds for at least some suspicion that book values were some¬ 
what inflated. Since that time, however, the accounting procedure 
designated bv the Interstate Commerce Commission has required 
the use of actual cost figures on additions and betterments. The 
book valuations, therefore, represent a mixture of valuation 
methods. The claim that assets have been greatly over-valued in 
railroad balance sheets has become chiefly of academic interest 
in view of the adoption by the Interstate Commerce Commission 
of values for rate regulation that closely approximate book values. 

Observation has shown that the investment in the Road and 
Equipment account is reasonable when the amount does not ex¬ 
ceed three times the average annual operating revenues, indicat¬ 
ing a “plant turnover” of 33 per cent. With operating cost and 
taxes requiring approximately 85 per cent of gross revenues, the 
income remaining would aflord a return of about 5 per cent on 
property valued at three times gross revenues. If the property 
value is four times the average revenues, the rate of return falls 
to 4 per cent. If the property value is more than four times the 
average revenues, the rate of return falls below 4 per cent. 

From the investor’s viewpoint, however, the condition of the 
property is more important than the book value. Since personal 
examination is usually impossible, the investor must rely upon a 
careful analysis of the maintenance figures for an authentic an¬ 
swer to this leading question. 

Depreciation is accrued by all companies on equipment and, 
since January 1, 1943, on road as well. An annual expense charge 
is made against earnings, as shown previously in the discussion 
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of maintenance provision, which is carried to the depreciation 
reserve, against which the property retired is written off. The 
necessity for providing for the ultimate retirement of equipment 
is more obvious than in the case of road. Accordingly, it is not 
entirely strange to find that the balance sheet of Norfolk & West¬ 
ern on December 31, 1950, showed a depreciation reserve of 
$128 millions, or 61 per cent, against equipment in service valued 
at $210 millions, in contrast to a reserve of only $36 millions, or 
9 per cent, against road in use valued at $385 millions. It will be 
noted that these reserves are not funded; in other words, the 
amounts represented have been invested in general assets rather 
than segregated into separate funds of cash and securities. 

Investments in affiliated companies represent holdings of stocks, 
bonds, and notes of associated subsidiary companies. Although 
the investment is carried in the form of securities, it would be 
more practical to assume that the amount represents investment 
almost as fixed and permanent as road and equipment. The 
amount involved is usually not large, but in some cases it is of 
major importance. The Pennsylvania Railroad reported $665 
millions in such securities in 1950. 

The values at which investments in affiliated and other com¬ 
panies appear in the balance sheet usually represent cost, which 
may or may not truly reflect prevailing value. Union Pacific re¬ 
ported an income of about $32 millions in 1950 from investments 
carried at $136 millions, including $56 millions held as temporary 
cash investments in the current asset account; the high rate of 
return, over 23 per cent, indicated an extremely conservative 
valuation. 

Current assets comprise principally cash on hand and in banks, 
accounts receivable, and inventories of materials and of supplies 
on hand. Important as this group is in industrial finance, much 
less significance obtains in the railroad field. Several reasons may 
be cited. In the first place, temporary investments of quick liquid¬ 
ity, although available for immediate requirements, are often 
included in the Investments group. In the second place, the 
regularity with which revenues are received on a cash basis as¬ 
sures a steady inflow of funds for current bills. In the third place, 
the roads are able, in normal times, to correct an adverse current 
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ratio by funding short-term debt from the proceeds of the sale 
of long-term bonds. 

For these reasons, and because both the current asset and cur¬ 
rent liability totals are relatively small on the typical railway 
statement, a current ratio of less than 2 to 1 is not alarming. A 
higher ratio and a generally healthy working capital position 
would be demanded by the investor in the case of companies 
operating at a deficit or facing substantial bond maturities. The 
maintenance of stable dividends would also require that working 
capital be built up in times of good earnings. 

Deferred assets and unadjusted debits are generally small, un¬ 
important items having only a minor technical significance of 
an accounting nature. 

Balance sheet analysis (liabilities). The items which appear 
on the liabilities side of the railroad balance sheet include capital 
stock, funded debt (bonds), current and deferred liabilities, re¬ 
serves, and surplus. 

Capital stock represents the stated value of the stock outstand¬ 
ing. The stock, as in the case of the Atchison, may comprise both 
preferred and common shares, or, as in the case of New York 
Central, may represent only common shares." The value shown 
is usually the par value, although some companies, as a result of 
comparatively recent reorganizations, have issued stock of no 
par value. Such companies, including the Erie and the Missouri- 
Kansas-Texas, place an arbitrary value upon the capital stock 
account. Despite the large amount of debt retirements during the 
war years, most railroad companies still have a relatively heavy 
capitalization in debt, as compared with stock. At the end of 1949, 
capital stock comprised 34 per cent of the combined capital struc¬ 
ture of Class I railways. This represented a very healthy change 
in the pattern of long-term financing, as is indicated by the table 
on the next page. But many individual roads are less conserva¬ 
tively financed than the whole group. 

A thin equity in stock capitalization eventually harms both 
bonds and stocks, as shown in a year of severe depression such as 
1938, when net operating income was inadequate to meet the 

I In- anomaly u! Croat Northern having only preferred shares outstanding sig¬ 
nifies that such stock might more properly be termed common shares. 
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CAPITAL STRUCTURES OF CLASS I RAILWAYS, 
1940-1949 


(dollars in millions) 




Amounts 



PerCent 


1940 

1945 

1949 

1940 

1945 

1949 

Long-term debt ... 

... $11,288 

$ 9,286 

$ 9,154 

52% 

43% 

40% 

Preferred stock .... 

1,880 

1.840 

1,863 

9 

8 

8 

Common stock. 

6,280 

6,169 

6,017 

28 

28 

26 

Surplus . 

2,474 

4,609 

6,043 

11 

21 

26 


$21,922 

$21,904 

$23,077 

100% 

100% 

100% 


Source: Interstate Commerce Commission. 


heavy burden of fixed charges for all roads as a group. Small 
wonderment should he felt that such a situation not only brought 
railroad bonds to a distressingly low estate, but reduced many 
stocks to negligible prices/ 

Long-term debt represents the outstanding bonds and other 
funded debt of the company. The amount shown is usually the 
total of many separate issues, each of which has distinctive fea¬ 
tures, as discussed in an earlier chapter. Conversely with stock, 
bond capitalization should be kept down. Any capital structure 
ratio that shows as much as 60 per cent or higher in bonds is 
excessively out of balance. The discrepancy is even greater than 
appears on the surface, since companies do not include guaran¬ 
teed securities of leased lines in stating indebtedness. A usual 
practice is to estimate such obligations by capitalizing annual 
rentals at 5 per cent (multiplying by 20). The importance of 
rental obligations is clearly shown in the example of the Pennsyl¬ 
vania, where such payments are nearly twice the interest charges 
on the funded debt. Investors should prefer the securities of those 
companies, otherwise satisfactory, whose indebtedness, including 
capitalized rentals, does not exceed 50 per cent of total capital 
structure, and whose interest is adequately covered by earnings. 

The items comprising the funded debt should be arranged ac¬ 
cording to maturities, to disclose any large issues that must be 
paid in the immediate future. Such maturities do not cause dif- 

7 New York Central common stock declined from a high of 256 in 1929 to a low 
of 6S in 1942. 
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ficulties in years of prosperity, when refunding can be readily 
arranged. But in years of depression, such as the 1932-1938 period, 
large maturing obligations brought great embarrassment to many 
important companies and caused receivership in many instances. 

Current liabilities include items payable within one year. The 
amount is of interest chiefly in relation to current assets, as previ¬ 
ously discussed. 

Deferred liabilities include a group of small miscellaneous items 
payable at an indefinite time, usually more than one year in the 
future. 

Unadjusted credits comprise principally reserves that have been 
set up for special purposes, such as insurance. The wide distribu¬ 
tion of railroad property minimizes the risk of loss from fire and 
similar causes and enables the companies to act as self-insurers 
for a substantial part of the risk. 

Surplus represents the excess of the aggregate value of the assets 
over the stated value of the liabilities, reserves, and capital stock. 
Most railroad companies have allotted part of the surplus account 
for specific purposes, under a general grouping entitled appropri¬ 
ated surplus. The most popular purpose for such segregation is 
"for addition and betterments,” in which case the amount stated 
has been reinvested in property and cannot be paid out as cash 
dividends to stockholders. As of December 31, 1950, Pennsylvania 
reported an appropriated surplus of over $279 millions for “addi¬ 
tions to property and funded debt retired through income and 
surplus." 

Profit and loss represents the unappropriated part of the surplus 
account. It is the amount from which dividends are declared and 
paid. In theory, at least, it comprises (together with appropriated 
surplus) the accumulated undistributed earnings of prior periods, 
and forms a backlog for the continued payment of dividends in 
years of reduced earnings. Experience in the 1930’s, especially in 
the railroad field, has shown that a large profit and loss credit bal¬ 
ance carries little assurance of the payment of dividends at such 
times. Numerous examples might readily be cited in which divi¬ 
dend rates have been reduced and, in important instances, have 
been entirely discontinued, despite large surplus accounts. The 
position of the cash account is more important than the size of the 
profit and loss account at such a time. Nevertheless, the substantial 
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increase in the profit and loss balances of many roads in recent 
years is an encouraging development. 

Railroad bonds. Railroad bonds run the entire gamut of quality 
from the highest-grade senior liens of the strong companies to the 
low-grade junior issues of weak companies on the brink of, if not 
already in, receivership or bankruptcy. The prime test of quality 
is earnings protection. 

First-grade railroad bonds include the senior mortgage bonds 
of prosperous companies, as illustrated by the Atchison General4’s 
of 1995, the Norfolk and Western First Consolidated 4’s of 1996, 
and the Union Pacific Refunding 2J*’s of 1991/ Such bonds are 
considered junior only to equipment trust certificates, which enjoy 
the highest rating. 

The first-grade group also comprises the divisional bonds of 
many small properties which have been leased to large, important 
companies under conditions whereby interest payments are guar¬ 
anteed bv the latter. Obviously, only those divisional bonds that 
are secured by valuable property fall in this group. The Scioto 
Valley and New England 1st 4s of 1989 (guaranteed by Norfolk 
and Western) and the Hocking Valley First Consolidated 4J*s of 
1999 (guaranteed by Chesapeake and Ohio) are good examples. 
Terminal bonds secured by valuable properties and guaranteed by 
prosperous companies, such as the Cincinnati Union Terminal 
Company First 2%'s of 1974, are likewise in this group. 

Bonds that qualify in the first-grade group are usually issued by 
companies which show an earnings factor of three or four times all 
fixed charges over the preceding five years, and at least twice in 
poor years. Under present conditions, bonds in this group provide 
income yields between 3 and 3J* per cent, depending on maturity. 

* The Atchison General 4's of 1995 ($151 millions outstanding) are secured by 
a direct first lien on 7,685 miles of line and a collateral lien (through the pledge of 
stock of controlled companies) on 1.407 miles of line. In addition, securities with 
a par or face value of $76 millions, plus a substantial volume of equipment, are also 
pledged. All interest charges of the Atchison, Topeka and Santa Fe system were 
earned an average of 7.59 times during 1946-1950, as here shown. 


1946 . 5.42 

1947 . 6.46 

1948 . 8-32 

1949 . 6.89 

1950 . 10-85 


Average 
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Second-grade railroad bonds include those issues that are ac¬ 
ceptable investments in the general sense but which are relatively 
less secure than the highest grade. They comprise the junior issues 
of the prosperous companies and, in some cases, the senior issues 
of the weaker companies. Examples would be the Louisville and 
Nashville 1st and Ref.3%’s of 2003, the Atchison, Topeka and Santa 
Fe Adjustment 4’s of 1995, and the Northern Pacific Prior Lien 4's 
of 1997. 9 

Second-grade railroad bonds are usually secured bv an earnings 
factor ranging from one and one-half to twice all interest charges 
over the preceding five years. Recently, bonds in this class have 
yielded between 3!? and V* per cent. 

Third-grade railroad bonds comprise the issues of those com¬ 
panies which are still solvent but which show narrow margins of 
safety. They include issues such as the Baltimore and Ohio Re¬ 
funding and General 5 s, 1995, and the New York Central Refund¬ 
ing and Improvement 4K’s of 2013.'" These bonds are secured in 
most cases by a narrow margin of safety ranging from deficits in 
poor years to less than one and one-half times interest require¬ 
ments in good years. Bonds in this class generally yield in excess 
of fi per cent. 

t»Tlie Northern Pacific Prior Lion 4 s, 1997. arc secured In a first lien on 4,974 
miles of road, of which 2.593 miles arc main line and 2.381 miles arc branch line. 
Also secured upon land grants, of which there remained unsold 2.216,195 acres as 
of December 31. 1949. All fixed charges were earned an average of 2.23 times 
during 1946-1950. hut only an average of 1.30 times during 1938-1942, as here 
shown: 


I ( I3H 

0.70 

1946 . 

. 1.84 

1939 

1.01 

1947 . 

. 2.28 

1940 ... 

. 1.14 

1948 . 

. 2.20 

1941 ... 

. 1.53 

1949 . 

1.95 

1942 ... 

. 2.11 

1950 . 

. 2.88 

Average 

1.30 

Av cragc 

2.23 

The New 

York Central Hdunding and Improvement 45*s 

and 5’s of 2013 


secured by a first lien on 326 mil. s of road, but by sequential liens up to sixtli liens 
on 3,175 miles. All fixed charges were earned an average of 1.19 times during 
1946-1950 as here shown: 


1916 . 0.74 

1917 . 1-06 

1948 . 1 35 

1949 . 1.23 

1950 . L42 

Average. 1.16 
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Railroad stocks. Railroad common stocks, once regarded as the 
only equities deserving investment consideration, have lost much 
of their past reputation. The instability of railroad earnings, and 
the policy of retaining a substantial portion of earnings in good 
years, has compelled substantial curtailment in dividend pay¬ 
ments. The Illinois Central, with an unbroken dividend record ex¬ 
tending back some 70 years to the Civil War period, was obliged 
to discontinue dividends in 1931, and, despite huge war profits in 
World War II, the company did not resume dividends until July, 
1950. The New York Central, with a record almost equally impres¬ 
sive, also stopped dividends in 1931, resumed payments in the 
1943-1946 period, but was forced to omit dividends again in 1947. 
Union Pacific, Chesapeake and Ohio, Norfolk and Western, Read¬ 
ing Co., and the Pennsylvania were the only important railroad 
common stocks on a dividend basis at the close of 1950 that had 
unbroken dividend records dating back for 25 years or more. The 
consequence is that, as a group, railroad stocks have suffered a 
sharp reduction in relative investment standing. The stability of 
income that railroad stocks provided for many years has given 
place to uncertainty. Until such time as sustained prosperity re¬ 
turns to the industry, few railroad common stocks can be regarded 
as attractive from the viewpoint of the investor requiring assur¬ 
ance of income. 

“Investment quality” preferred stocks are available in the rail¬ 
road field, but again only in a limited number of instances. And 
investors demand a higher yield on these than on utility and in¬ 
dustrial issues. In 1951 such stocks yielded from 4'A to 5 per cent, 
as compared with 4 to 4'A produced by strong preferreds in the two 
other groups. For those investors able to undertake the greater 
risks, attractive opportunities exist in the preferred stocks of the 
very strong carriers, and possibly in those formerly weak compa¬ 
nies that have been thoroughly reorganized. 

Consolidations. Joint control of competing lines, prohibited 
under former legislation, is now permitted under the provisions of 
the Transportation Act of 1920 as amended in 1940. Such technical 
consolidations, whether bv lease, stock purchase, or otherwise, 
must provide for the preservation of competition and the mainte¬ 
nance of existing routes and channels of trade and of commerce. 
Another requirement is that the arrangement must be in the public 
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interest and the terms must be approved by the Interstate Com¬ 
merce Commission. In more recent years, several important con¬ 
solidations have been effected. In 1940, the old Gulf, Mobile & 
Northern Rv. absorbed the bankrupt Mobile & Ohio, and the suc¬ 
cessor company became known as Gulf, Mobile & Ohio. In 1946, 
the latter acquired the bankrupt Alton Railroad. In 194<, Pere 
Marquette was consolidated with Chesapeake & Ohio. A previous 
proposal for the consolidation of the New M>rk, Chicago & St. 
Louis, and Wheeling & Lake Erie resulted in the combination of 
the two by lease in 1949. With the passing of time, the I. C. C. is 
likely to look with favor upon additional consolidations, since 
much duplication of facilities, multiplicity of routes, and overlap¬ 
ping of financial structures exist in the railroad system. 

Reorganization. Two waves of failures in the railway industry, 
in 1893-1897 and in 1930-1935, demonstrated the vulnerability of 
the industry to economic conditions and to the excessive use of 
debt financing, and were followed by substantial reorganization 
of the debt structures of the weak carriers. In 1894 no less than 
192 companies of all classes, operating some 41,000 miles of rail¬ 
road, including such outstanding roads as the Atchison, the Nor¬ 
folk and Western, and the Union Pacific, were in receivership. 
Again at the end of 1938, roads operating 78,000 miles were in the 
hands of the courts, including such carriers as the Chicago & North 
Western, Erie, Wabash, Seaboard Air Line, New Haven, Rock 
Island, and St. Paul. The holders of billions of dollars of railway 
securities became intimately aware of the reorganization process 
whereby an attempt was made to reduce the burden of debt and 
fixed interest charges to a point where they could be supported by 
modest earning power, to restore a satisfactory working capital 
position, to simplify the capital structure, and to provide flexibility 
for future financing. 

Prior to 1933, the procedure of railroad reorganizations com¬ 
menced with the failure of the road and its operation by a receiver, 
whose duties were to conserve the assets, raise new funds by the 
issuance of receivers certificates and other means, and improve 
the condition of the company pending final reorganization. During 
receivership, protective committees were formed for each class of 
investors, with which the holders were requested to deposit their 
securities. The committees were responsible for the formulation of 
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a reorganization plan designed to produce the results indicated 
above. After approval of a plan bv a substantial majority of each 
class of security holders (usually following many months of bicker¬ 
ing and jockeying among the various groups), the court ordered 
the sale of the property at a minimum or “upset” price. Dissenting 
security holders were thus “frozen out” because thev had no claim 
to the company and were entitled to participate only in the meager 
distributable assets of the failed company. A new corporation hav¬ 
ing been formed, the new securities were distributed as provided 
in the reorganization plan. The burden of sacrifice (reduction in 
interest or principal, acceptance of income bonds or of stock for 
fixed-charge securities, and, in the weakest cases, elimination of 
former junior interests) fell most heavily upon the groups in the 
weaker position—the junior bondholders, the unsecured creditors, 
and the stockholders. 

In an endeavor to simplify and expedite the reorganization of 
debtor corporations, beginning in 1932 numerous amendments 
have been made to the Federal bankruptcy law. “Section 77 deals 
with railroad reorganizations. Under this amendment, railroads are 
now reorganized "in bankruptcy” (as contrasted with the former 
“equity type” reorganizations). The principal features afforded by 
this amendment are (I) that the plan must be adjudged "fair and 
equitable” by the court, (2) that minority creditors are bound by 
the action of a two-thirds majority (in amount) and may not block 
the completion of an acceptable reorganization plan, and (3) that 
claims are settled in the order of "absolute priority,” so that all 
senior claims must be satisfied in full before junior claims may 
participate." The rigid application of this rule has resulted in the 
complete elimination of the previous stock in many instances, in¬ 
cluding such notable cases as the Chicago & North Western. 

A complete railroad reorganization under the Bankruptcy Act, 
a complex process, may be summarized as follows: 

(1) The debtor company is given six months to prepare a 
tentative plan, which usually favors the stockholders against the 
creditor bondholders. 


11 This important rule was set forth by the Supreme Court n Case xs. Los 
Angeles Lumber Products Co. (1939) Confuted 

Bois (1941), Ecker vs. Western Pacific Ra.lroad Corp, < 194 “>’ and Gro,, P 
Investors vs. Chgo., Milw., St. Paul & Pac. R.R. Co. (1942). 
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(2) Plans are also prepared by creditor bondholders (through 
protective committees), which are rarely acceptable to the stock¬ 
holders, and by the Interstate Commerce Commission. 

(3) Public hearings are held, after which the Commission 
approves a submitted plan or substitutes one of its own. 

(4) The official plan is certified to the court, which, after an 
opportunity for objections, either approves it as fair and equitable 
(affording recognition of the rights of each class of investors in 
the light of a proper valuation based on earnings) or refers it back 
to the Commission. 

(5) The approved plan is submitted to the stockholders of each 
class or to their representatives (if the road has not been adjudged 
insolvent) and to the creditors of each class that is affected. 

(6) If the plan is accepted by two-thirds of each class of stock¬ 
holders and creditors to which it has been referred, it is confirmed 
by the court and becomes binding upon all dissenters and minority 
groups. 

(7) The proceeding is ended and the new securities are issued. 
The stock of the reorganized company is usually placed with trus¬ 
tees of a voting trust for a period of from 5 to 10 years. In the 
interim, stockholders hold voting trust certificates. 

While the progress of railroad reorganization was not so fast 
as had been expected, owing to the difficulty of reconciling the 
various claimants and of adjusting the plans to conform with con¬ 
current changes in earning power, by 1950 the combined effect 
of all reorganizations then completed was to reduce drastically the 
amount of fixed charges and, in many cases, to eliminate entirely 
the previous corporate stockholders' interests on the basis of 
evident insolvency. 


As a sample of the effects of reorganization, the case of the 
Chicago & North Western Railway may be cited. This company 
went into bankruptcy in 1935 as a result of deficit operation. The 
ensuing reorganization, completed in 1944, reduced fixed interest- 
bearing securities from $366 millions to $81 millions, reduced fixed 
interest charges from $16.3 millions to $3.1 millions, postponed 
the maturity of most bond issues, and consolidated the number of 
bond issues outstanding from 16 to two. The reorganization plan 
left equipment obligations undisturbed; bank loans were settled 
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with part cash and part securities. Mortgage bonds were given new 
first mortgage bonds, new second mortgage convertible income 
bonds bearing contingent interest, and preferred and common 
stock, in varying proportions. Debenture bonds and unsecured 
claims received common stock. Former preferred and common 
stock received nothing. 

Not all railroads have been recently reorganized under the provi¬ 
sions of Section 77. Some few are proceeding under receiverships. 
Others, including the Baltimore & Ohio and the Lehigh Valley, 
took advantage of special legislation (no longer in effect) to effect 
a “readjustment” by extension of maturities and a reduction of 
fixed interest, subject to court approval. The readjustment of the 
finances of the Boston & Maine in 1940 was achieved on an en¬ 
tirely voluntary basis, without court intervention, through volun¬ 
tary surrender on the part of the first mortgage bondholders of 
their fixed-charge bonds on the basis of a new $500 senior fixed- 
charge bond and a new $500 junior contingent bond for each old 
$1,000 bond. As a result, the annual fixed charges were reduced 
from $6.8 millions to $4.0 millions. 

Future prospects. The outlook for the railroad industry as of 
1951 contained a mixture of favorable and unfavorable factors 
which may be summarized briefly as follows: 

Favorable: (1) Railroads still comprised the backbone of the 
nations transport system and provided the most economical form 
of mass transportation. Freight traffic had continued at generally 
high levels during the post-VVar years. (2) Debt had been reduced 
by over $2 billions since 1940; net working capital had increased 
by over $2 billions in the same period. (3) Close to $8 billions had 
been spent on property improvements since 1940. (4) Freight 
rates had increased by 61 per cent and passenger fares by 35 per 
cent since 1940; the Interstate Commerce Commission appeared 
to have adopted a more co-operative attitude toward granting 
necessary rate relief. (5) United States population had grown bv 
about 20 million since 1940, with a resulting increase in over-all 
transport demands. (6) Railroad operating efficiency, as measured 
by such factors as gross ton-miles per freight hour, freight train 
speed, and locomotive-miles per day had increased materially; 
diesel power had been replacing steam; tractive power had in- 
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creased; and a declining number of freight cars was more than 
offset by their increased capacity. 

Unfavorable: ( 1) Competition from motor vehicles, pipelines, 
waterways, and airlines was still growing; coal traffic was affected 
by inroads of substitute fuels; gasification of coal at mines and 
atomic energy presented longer-term threats. (2) Federal policies 
favored expenditures of huge public funds as aids to competitive 
transport. (3) Railroads were subject to rigid rate regulation by 
the I. C. C.; in addition, wages and taxes were virtually beyond 
managerial control. (4) Since World War II, operating expenses 
(especially wage rates and material costs) had increased at a more 
rapid rate than had operating revenues; the proportion of revenue 
absorbed by wages had increased from 42 per cent (1940) to 49 
per cent (1950). (5) Huge physical facilities required large capital 
expenditures for purposes of safety, increased efficiency, and to 
combat competition; the bulk of such capital had to come out of 
earnings. (6) Although substantial progress had been made with 
respect to financial structure, the industry was still burdened with 
a relatively heavy debt. (7) A new higher level of costs, as indi¬ 
cated by the operating ratio, left many railroads in a vulnerable 
position to any sustained decline in traffic. 

For many years to come, the railroads must provide the main 
reliance for transportation. Self-interest alone will compel the pub¬ 
lic eventually to give the carriers fair consideration. One might be 
less optimistic if the competitors were in a position to take over 
the bulk of railroad traffic. But the railroad industry proved during 
World War 11 that it was indispensable to the national economy, 
handling over 90 per cent of the country’s transport requirements 
in the War years. Until such time as competition is able, from the 
standpoints of both capacity and economy, to better the railway 
service, the outlook is not fundamentally unfavorable. The benefits 
gained from the large profits of the War and post-War periods have 
given the weaker railroads a new lease on life and have strength¬ 
ened the position of the stronger systems. The future of the indus¬ 
try will depend upon the ability of management to improve serv¬ 
ice, to adjust to changing conditions, and to persuade Congress 
and government regulatory bodies (Federal and state) to adopt a 
fundamental policy toward the railroads that will enable them to 
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maintain a level of earnings equal to an adequate return on the 
value of their net investment in properties. 

Railroad securities analysis. The determination of the invest¬ 
ment appeal of a particular railroad security involves a careful 
study of the issue, its assets and earnings protection, and its mar¬ 
ket action. For illustrative purposes, the securities of one railway 
company, let us call it Company A, one of the nation’s largest 
systems, have been chosen for analysis based upon the earnings of 
the system during the five-year period 1946 through 1950 and the 
securities that were outstanding at the 1950 year-end. Because a 
five-year period usually contains at least one good year as well as 
one poor year, an average of such a period is believed to be more 
representative than a three-year average, which is more likely to 
be abnormally good or unusually poor. Moreover, a five-year aver¬ 
age is regarded as more reliable than a ten-year average, which 
frequently conceals the effect of an adverse long-term trend. 

Inspection of operating data reveals that in general Company A 
presents a decidedly favorable picture in comparison with the in¬ 
dustry as a whole, as is shown by certain figures for 1950: 

Maintenance of way and structures, per mile . 

Maintenance of equipment, per mile. 

Transportation ratio. 

Operating ratio. 

Ton-miles per mile of road. 

Cross ton-miles per freight-train hour. 

Average freight haul (miles) . 

Average revenue per ton-mile . 

Rate of return on investment (approx.). 

Times total fixed charges earned. 

Times interest and preferred dividends earned 

Per cent earned on common stock equity- 

Funded debt to total capitalization. 

Funded debt to total capital structure. 

In 1940, Company A had 13 different securities outstanding in 
the total amount of about $701,400,000, including funded debt of 
$335,400,000. With the aid of large wartime profits, the company 
retired eight divisional and debenture bond issues, reducing its 
total capitalization by about $125 million, to $576,456,000 as of 
December 31, 1950, and its funded debt to $209,577,000 at that 
time. In the order of priority, the five issues of securities outstand¬ 
ing at that time ranked as follows: 


$5,531 

6,783 

30.1% 

67.1% 

2,280,746 

56.430 

517 

1.416c 

6 . 1 % 

10.8 

6.2 

7.3% 

36.4% 

16.9% 
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(1) Equipment obligations in the amount of $9,110,000, bear¬ 
ing interest rates of 1.575 to 2.25 per cent, with installments ma¬ 
turing serially to 1955. The interest charge on these obligations in 
1950 amounted to about $157,000. The average annual income 
available for all fixed charges of the system for the five-year pe¬ 
riod, 1946-1950, amounted to $64,950,000. The safety factor is so 
great as to indicate clearly the maximum quality rating for these 
certificates. 

(2) The General Mortgage4‘s, representing the senior mortgage 
issue of the company, outstanding in the amount of $151,349,500, 
bearing interest at the rate of 4 per cent and due in 1995, non- 
callable. The interest charge on this issue is $6,054,(KM) annually, 
which, added to the total interest charge of $157,000 on the equip¬ 
ment trust obligations, makes a total charge of $6,211,000 on the 
equipments and General 4’s. As the average available income for 
the 1946-1950 period, as previously stated, was $64,950,000, the 
total fixed interest charges on the first two obligations were cov¬ 
ered over 10 times. The yield of 3.0 per cent prevailing on these 
bonds early in 1951 was in line with comparable high-grade rail¬ 
road bonds at that time. The issue was rated Aaa by Moodv’s in 
1951. 

(3) Adjustment (income) 4’s, outstanding in the amount of 
$49,118,000. bearing contingent interest at the rate of 4 per cent, 
due in 1995, non-callable. The interest charge of $1,964,700 on this 
issue is payable only if earnings are adequate for the payment 
thereof for years ending June 30. The addition of this contingent 
charge to the aggregate of fixed charges (which includes a small 
amount of miscellaneous charges) makes a total of $8,330,000. The 
coverage indicated by the average income of $64,950,000 was 7.8 
times, indicating a high-grade security. The yield of 3.40 per cent 
afforded bv this issue early in 1951 was in line with other rail 
bonds of similar quality. The issue was rated A by Moody’s in 
1951. The relatively high rating of this security is in sharp contrast 
to that given most railway income bonds. 

(4) Preferred stock, outstanding in the amount of $124,172,800, 
entitled to a dividend preference of $2.50 per share, non-callable. 
The annual dividend requirement on this issue is $6,208,000, 
which, added to the $8,330,000 in prior fixed and contingent in¬ 
terest charges, makes a total of $14,538,000 in aggregate fixed and 
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contingent charges. The application of $14,538,000 to $64,950,000, 
the average available income for the period 1946-1950, gives an 
“over-all ’ earnings coverage factor of about 4.5 times. This is an 
excellent margin of safety, indicating a semi-investment position 
for the preferred stock. The market price of around $50 per share 
in the autumn of 1951 (after a two-for-one split) indicated a meas¬ 
ure of confidence in the ability of the company to maintain a con¬ 
tinuity of payments on its senior equity. (Note: During the period 
1901 to 1950, the full rate was paid on Company A’s $5 preferred 
stock except as follows: In 1933, $1.50; in 1934, $4.80; in 1939, 


$3.50.) 

(5) Common stock outstanding in the amount of $242,706,000, 
or 2,427,060 shares. 13 The balance remaining for the common stock 
after deducting prior claims totaling $14,538,000 from the average 
annual income of $64,950,000 was $50,142,000, or about $20.78 per 
share annually. Based on this type of analysis, the position of the 
common stock in 1951 was high-grade. That the stock had not 
always been considered high-grade is suggested by the wide price 
fluctuations in the stock during the period 1936-1950, ranging from 
a high of 15211 in 1950 to a low of 13 in 1940. (Earnings per com¬ 
mon share 1936-1939 had averaged only 98 cents, and no dividends 
had been paid in 1938 and 1939.) 

As stated above, however, the company ploughed back a sub¬ 
stantial part of its War and post-War profits in the form of retire¬ 
ment of debt and improvement in properties and finances. In the 
14 years 1937-1950 inclusive, the company earned an aggregate of 
$197.00 per common share, and paid out a total of only $66.00 a 
share in dividends, retaining about $131.00 per share. As a result 
of this conservative policy, the company had built up its net work¬ 
ing capital to $130 millions as of December 31,1950, equal to more 
than 16 times the annual quota of fixed and contingent charges. 
In 1949 the common stock earned $18.06 per share, and in 1950 
profits rose to $30.28 a share. Despite this imposing array of 
strength, the stock early in 1951 sold at around 110, affording a 
yield of 7.73 per cent, which suggests that the market still placed 
a speculative stamp on even the best of railway shares. 

1 - Split into 4,854,120 shares in August, 1951. , 

» After the two-for-one split in 1951. the 19.50 earnings per share were figured 
at $15.14. In the fall of 1951, the stock (on die new bas.s) sold at 80 to yield 6.2o 
per cent, on a dividend of $5. 
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Scope. The purpose of this chapter is to discuss the investment 
position of the securities issued by privately owned public utility 
companies. The order of discussion is: (1) the utility industries— 
characteristics and importance, (2) franchise, (3) regulation—local, 
state, and Federal, (4) significance of territory served. (5) sig¬ 
nificance of management, (6) public ownership and competition, 
(7)balance sheet analysis, (8) types of securities, (9) income state¬ 
ment analysis, (10) electric light and power, (11) gas industry, 
(12) telephone industry, (13) telegraph companies, (14) water 
companies, (15) the local transit industry, (16) the holding com¬ 
pany and its regulation, (17) investment outlook, (18) securities 
analysis. 

The utility industries. Public utility companies may be described 
as those engaged in a business: (1) affected with a public interest, 
that is, supplying services that are regarded as indispensable to the 
consuming public; (2) requiring a large capital investment so that 
duplication of competing units is not feasible; (3) operating under 
a franchise from a political authority that provides exclusive right 
to perform the service in the territory served; and (4), as a result 
of these characteristics, being subject to regulation of rates, serv¬ 
ice, and other functions. 

Financial characteristics of utilities include (with some excep¬ 
tions) a preponderance of investment in fixed assets, large invest¬ 
ment in plant and equipment in relation to revenues, relativelv 
stable earnings,heavy use of bonds and preferred stocks as sources 
of funds, and rapid growth. 

The utilities group includes electric light and power, manufac¬ 
tured and natural gas, telephone, telegraph, water, electric rail¬ 
way,and local bus companies. The term has come to exclude steam 
railroads because of their magnitude and special characteristics. 
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(Utilities and railroads together constitute what is often called the 
“public service" group.) A distinction should also be made between 
the operating utilities that provide the actual service and holding 
companies that control groups of operating companies serving 
several territories. 


PUBLIC UTILITY INVESTED CAPITAL AND REVENUES, 1950 

(in millions of dollars) 

Group 

Invested Capital 

Revenues 

Electric light and power ... 

.... $18,000 

$ 4,800 

Manufactured gas. 

1,800 

450 

Natural gas. 

2.500 

1,350 

Telephone . 

.... 11,000 

3,500 

Telegraph . 

250 

250 

Water. 

750 

75 

Local transit . 

. 4,500 

1,500 

Total . 

. $38,800 

$11,925 


Source: Compiled from Moody's Manual of Investments. Public Utilities. 


The importance of public utility companies in the investment 
field is clearly indicated in a comparison with the steam railroad 
industry. The total amount of railroad capital structure aggregates 
around $23 billions, whereas the comparable total for privately 
owned utilities is about $39 billions. The progress of the utilities 
during the past two decades is in sharp contrast to the almost 
static condition of the railroads. Whereas the development of the 
carriers has been chiefly in intensive betterment of existing facili¬ 
ties, the growth of the utilities continues in extensive expansion 
into new fields of operation. Such comment, however, must be 
qualified by the statement that utility progress has not been uni¬ 
form in all branches. As will be shown later, definite signs of retro¬ 
gression have appeared in two important divisions of the utility 
industry. 

The franchise. Public utility companies operate under fran¬ 
chises, which are contracts between the company and the local 
community served giving the company the right to use public 
property for its facilities. From the standpoint of the investor, the 
more important agreements in the franchise relate to type of serv¬ 
ice rendered, competition, territory, duration, and rates, franchises 

may be non-exclusive or exclusive. The older type of award that 
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allowed private competition has Been largely replaced by the more 
satisfactory non-competitive form: regulated monopoly has proved 
superior to unregulated competition and wasteful duplication of 
facilities. 1 2 3 * The chief threat of competition is from municipally 
operated facilities. The territorial limits stated in the franchise may 
prevent an operating company from extending its service to rap¬ 
idly growing contiguous territory. 8 

Franchises may be perpetual, limited, or indeterminate. Origi¬ 
nally, franchises were granted on a perpetual competitive basis, 
just as corporate charters are issued: public sentiment later brought 
a change to the limited duration basis (10 to 50 years); there has 
more recently come into favor the indeterminate, or indefinite, 
type, under the terms of which the franchise remains in effect as 
long as rates and service are satisfactory. It is usually provided 
that in the event the municipality purchases the property, the com¬ 
pany will be compensated bv a valuation set by an independent 
board of appraisal. It is important that any bonds of the company 
mature before the franchise expires. 1 

Rate restriction clauses, under which a maximum charge per 
unit of service is stated, appear in many older franchises. Unfortu¬ 
nate experience with rate restriction clauses over recent years has 
led, in newer franchises, to the substituting of a flexible rate based 
on cost of service; in most cases, however, rates are set by the state 
utility commission rather than by franchise provisions. 

The franchise position is more important to the investor than 
past consideration would seem to imply. Vague statements to the 
effect that the franchise situation is satisfactory” should not satisfv 
the conservative investor. The most favorable type of franchise is 
the exclusive, indeterminate type with a flexible rate provision; the 
least satisfactory is the short-term, limited type with a maximum 
rate restriction. 


1 In many large cities, the utility companies operate under a group of franchises, 
granted at various times to separate companies which are eventually merged into 
a single group. Where a utility serves a number of communities, it will operate 
under a number of separate franchises. 

2 The franchise of the Commonwealth Edison Company prevents service beyond 
the corporate limits of the city of Chicago. Hence, the east side of Austin Boule¬ 
vard. the corporate Iwundary line, is served, but the west side of the same street, 
being in Oak Bark, is not included. 

3 Utility bonds maturing beyond the expiration date of the franchise are not 

legal investments for fiduciaries in New York State. 
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Regulation. The regulation of utilities is conducted by Federal, 
municipal, and state authorities. Federal regulation is based on the 
interstate commerce section of the Constitution and the right to 
control the use of navigable waters. Its scope may be summarized 
as follows: 

The Federal Power Commission (established in 1920) licenses 
power projects in navigable waters and regulates utility compa¬ 
nies transmitting electric power and gas across state lines. Its 
jurisdiction extends to wholesale power and gas rates, accounting 
systems, and financial transactions. It has prescribed a uniform 
system of accounts for all companies engaged in interstate power 
operations. 

The Securities and Exchange Commission (established in 1934) 
has wide jurisdiction under the Public Utility Holding Company 
Act of 1935 over electric and gas holding companies controlling 
subsidiaries in more than one state. (See page 468 below.) The 
security offerings, capital structures, accounts, control, recapital¬ 
ization, and reorganization of operating subsidiaries are subject to 
Commission approval. Competitive bidding for their bonds is re¬ 
quired. 

The Interstate Commerce Commission (established in 1887) has 
broad powers over the rates, service, financing, and accounts of 
electric railway and bus companies operating in interstate com¬ 
merce. 

The Federal Communications Commission (established in 1934) 
prescribes the rates and practices of telephone and telegraph com¬ 
panies engaged in interstate and foreign communications. One of 
its principal activities has been the development of a uniform sys¬ 
tem of accounts for telephone companies. 

Municipal or local regulation is generally restricted to powers 
delegated by the states. Such powers may be limited or very far- 
reaching, extending to “home rule" over all utility activities. The 
franchise is the vehicle for such regulation. 

State regulation of companies conducting an intrastate business 
is the most comprehensive type. All of the states now have a pub¬ 
lic service commission with broad and varying powers. 4 While 

4 See Moody's Manual of Investments, Public Utilities, for a chart of the regu¬ 
latory powers of the various state commissions. In Texas, Iowa, and Minnesota, the 
commissions do not have the authority to regulate rates; in these states, rates are 
fixed by agreement between the utility and the municipality served. 
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these powers are by no means uniform, certain leading principles 
and practices that apply in the majority of cases may be summa¬ 
rized here. 

Rate regulation. The traditional theory of rate regulation has 
been to approve rate schedules that provide a 'fair return” on the 
“rate base" or "fair value” of property used in the public service 
(depreciated value of the plant plus an allowance for working cap¬ 
ital). The limitations are designed, on the one hand, to protect 
consumers from exploitation, and, on the other, to permit a return 
to the company that will support the investment and attract neces¬ 
sary new capital. In recent years the use of "prudent” historical 
cost less depreciation to determine the rate base has been in the 
ascendancy, as against the reproduction cost theory predominant 
in the past. The Federal Power Commission, the Securities and 
Exchange Commission, and a number of state commissions have 
been influential in this shift to the "prudent investment" theory. 5 

In determining the “fair return," the state commissions have in 
mind the earnings (after operating expenses and taxes, but before 
interest and dividends) that will support the investment and at¬ 
tract capital in the light of prevailing conditions on the capital 
market. Recently the range has been 5*5 'A per cent for electric and 
6-6)4 per cent for natural gas companies, although even lower rates 
of return have been encountered.* 

It is apparent that the investor in utility securities is deeply con¬ 
cerned with the attitude of the commissions concerning such mat¬ 
ters as valuation and fair return. A utility that consistentlv earns in 
excess of 7 per cent on valuation for rate-making purposes is likely 
to have its rates reduced. One earning 5 per cent or less has good 
reason to expect a favorable response to a request for rate in¬ 
creases. It should also be noted that, even if a company earns a 
modest rate on its total investment, by using senior securities at 
the low rates now prevailing it may produce a respectable return 
and adequate dividends for the common stock. The earnings on 


6 The decision ol tlic United States Supreme Onirt in the Hope Natural Gas 
case (1914) sounded what may Ik* a death blow to the "fair value" concept by 
greatly widening the discretion of commissions in setting rates so as to permit 
earnings sufficient to attract capital regardless of their relation to a "rate base.” 

' A fairly close approximation of the rate of earnings as calculated for rate- 
making purposes may Ik- had by dividing net operating income by depreciated 
property plus about 3 per cent for working capital 
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the common stock of a well-managed utility under fair regulation 
can be adequate, but the theoretically unlimited opportunity that 
exists for industrial company earnings is not to be expected. Stabil¬ 
ity of earnings may, however, compensate for such limitation. 

Competition. The commissions protect the interests of investors 
in utility securities by refusing certificates of convenience (which 
must be obtained by any new companies entering the field) to 
undeserving applicants. On the other hand, they may require for¬ 
feiture of franchise grants for non-use. Certificates of convenience 
are issued only in the event that the operations of the new com¬ 
pany will not infringe upon the vested rights of any company al¬ 
ready in the area, that the new company has adequate capital with 
which to carry out its plans, and that the organizers of the new 
company evidence successful experience as utility operators. 

Securities regulation. New securities may be issued only with 
the approval of the commission. Only a limited number of pur¬ 
poses are acceptable: (1) to construct new property; (2) to buy 
existing property; (3) to better existing property; (4) to refund 
existing debt. The amount required must be reasonable for the 
purpose. The form of issue, whether bonds or stock, must be in 
harmony with a balanced capitalization account. The terms of the 
underwriting (the cost of distribution) must not be excessive. 
While careful scrutiny on all these points does not assure complete 
investment protection to the public, it undoubtedly does reduce 
the risk of loss. Some states, such as Massachusetts, require com¬ 
petitive bidding for new utility bond issues. 

Accounts and reports. In most states, the commissions require 
the use of a uniform accounting procedure. Standard classifica¬ 
tions for the more important branches of the industry have been 
adopted by large groups of states. 7 Such standardization of ac¬ 
counting procedure not only helps the accurate portrayal of finan¬ 
cial condition but also facilitates the comparison of companies. 
Furthermore, the commissions require the compilation and sub¬ 
mission of exhaustive reports, which provide an official source of 
information. In most instances, these reports are submitted annu¬ 
ally and are open to public inspection. The information in these 

• Through adoption of the classifications developed by the Federal Power Com¬ 
mission or the National Association of Railway and Utility Commissioners. 
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reports forms the basis for the summary sent to the security hold¬ 
ers in the form of the annual report. 

Territorial analysis. One of the most important considerations 
in the selection of public utility securities is that of the territory 
served. Unlike the railroads, which cover wide areas, and indus¬ 
trial enterprises, which are at liberty to seek markets anywhere, a 
public utility company may operate only in a prescribed territory. 
The opportunitN to prosper is definitely limited to a restricted area. 
Careful attention should therefore be given to what might be 
termed external features, such as geographical location, popula¬ 
tion, and resources. 

Geographical location has economic as well as physical influ¬ 
ence. The harbors of New York, Boston, Los Angeles, and San 
Francisco, among others, give those cities a natural advantage of 
inestimable value. With excellent water and rail facilities, Chicago, 
Cleveland, and Detroit are splendidly located. Proximity to estab¬ 
lished channels of trade is an economic advantage from a market 
viewpoint, just as nearness to natural waterfalls is helpful from a 
production standpoint. Cities in northern latitudes, which have a 
more rigorous climate, offer a somewhat more favorable market 
for the utility companies than do cities in southern latitudes. Com¬ 
panies located in certain sections of the country encounter public 
sentiment gcncralb hostile to public utility operations. 

The population of the territory served definitely indicates the 
size and the importance of the company. A study of the rate of 
growth indicated bv the Federal census shows the progressiveness 
of the community. Investors should prefer the securities of com¬ 
panies located in large communities that show a favorable rate of 
growth. 

The resources of the territory should also be carefully consid¬ 
ered. Some communities are primarily industrial; others are com¬ 
mercial, agricultural, or residential. The great advantage of the 
large community lies in the spread, or diversity, of resources, 
which makes for stability of demand for utility service. Industrial 
and commercial territories offer better markets to utility compa¬ 
nies than do agricultural and residential districts, but the demand 
by industrial and commercial consumers is subject to greater insta¬ 
bility than is residential demand. 
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The factor of management. The development of regulation 
of such important matters as rates, service, accounts, and financing 
has steadily restricted the scope within which the management of 
the utility company exercises decision-making powers, and operat¬ 
ing techniques have become fairly standardized within the various 
branches of the utility group. Such considerations might seem to 
suggest that quality of management has only minor importance in 
this field. Although it is true that the public utility company is not 
faced with all of the problems of the competitive industrial busi¬ 
ness, nevertheless management is still important. Such matters as 
operating economies, engineering of new plants, forecasting of 
demand, and provision of adequate plant and equipment at the 
proper time require considerable managerial skill. 

The factor of public relations is also important. Investors should 
prefer the securities of those companies whose rate schedules are 
liberal to the point of attracting rather than repelling service and 
whose public relations are not of an antagonistic nature. To adopt 
a simile, utility companies must live with their customers. Compa¬ 
nies with high rate schedules and indifferent public policies do not 
make good neighbors. The securities of such companies are espe¬ 
cially vulnerable in periods of economic depression. 

Public ownership and public competition. Gas and telephone 
properties are seldom publicly operated, but most waterworks are 
owned and operated by municipalities rather than by private com¬ 
panies. The relatively large amount of capital required, the routine 
nature of the operations, and the ability of the municipality to bor¬ 
row at very low rates are the chief factors explaining this situation. 
In the local transit field, inadequate returns or failure of private 
companies have forced municipal operation in many communi¬ 
ties. 8 In the electric field, municipal ownership has been adopted 
by choice in some communities, such as Cleveland and Seattle; in 
others, municipal plants have been constructed to provide service 
where profitable operation by private capital was questionable. 

In too many communities public ownership has been a political 
issue not always settled by financial and economic considerations. 

s For many years the street railway service in Cleveland, Detroit, and Seattle 
has been publicly owned. In 1940. New York City "recaptured” the rapid transit 
facilities leased to the Interborough and Brooklyn-Manhattan companies In 194 7, 
Chicago set up a Transit Authority to operate a co-ordinated system of elevated, 
street car, and bus lines. 
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The investor would do well to examine the political climate and 
the attitude toward public ownership in the territory served, and 
to insist on clauses that would provide adequate compensation in 
the event of recapture. Good public relations between utility and 
community are the best protection against the threat of municipal 
purchase or competition. 

Another development of major interest to utility investors has 
been the rise of Federal power projects, such as the Tennessee 
Valley Authority, Bonneville Power Administration, Boulder Can¬ 
yon Project of the Bureau of Reclamation, and many others. The 
effects of such projects have included the purchase bv the au¬ 
thority of many private companies in the neighboring territory, 
the sale of public power to existing companies instead of the ex¬ 
pansion of the generating facilities of these companies, and pres¬ 
sure for lower rates by applying the yardstick” of public power 
costs. 

Balance sheet analysis. The following condensed corporate 
balance sheet of all Class A and B electric companies (those with 
annual electric revenue of $250,000 or more) as of December 31, 
1949, will serve to illustrate the characteristics of the utility bal 
ance sheet (in millions of dollars): * 


ASSETS 

Elwtric Plant and Adjustmerits. $17,163.8 

Other Utility Plant and Adjustments. 2,282.0 

Unclassified and Undistributed. 181.5 


Total Utility Plant. $19,627.3 

Investment and Fund Accounts. 1,272.4 

Current and Accrued Assets. 1,898.7 

Deferred Debits . 176.1 

Capital Stock Discount and Expenses. 38.7 

Reacquired Securities. 56.7 


Total Assets. .. . $23,069.9 


LIABILITIES 

Common Capital Stock . 4,860.2 

Preferred Capital Stock. 2,395.5 

Long-Term Debt . 8,572.1 

Current and Accrued Liabilities. .. 1,358.5 

Reserves for Depreciation and Amortization. 4,068.5 

Other Reserves. 99.0 

Deferred Credits. . 103.2 

Surplus.... 1.612.9 


Total Liabilities .. $23,069.9 


v Source: Federal Power Commission. 






















448 


PUBLIC UTILITY SECURITIES 

It will be noted that the bulk of the utility assets is in the form 
of fixed plant. (“Adjustments” refers to valuation in excess of cost 
that will ultimately be amortized.) Current assets play a rela¬ 
tively minor role, in the absence of a large cash balance and of 
inventories. Similarly, the sources of funds are long-term, as repre¬ 
sented by stocks, bonds, and surplus, and current liabilities have 
relatively minor importance. The reserve for depreciation of plant 
is often shown on the liabilities side of the statement, rather than 
being deducted from the gross plant, as in the case of industrial 
companies. 

Several important relationships are likewise illustrated. Net 
plant per dollar of revenue is about $3.7 (indicating a “plant turn¬ 
over” of about 27 per cent). Operating revenues were $5.1 billions 
in 1949. The investment in assets per dollar of revenues will be 
higher—possibly $7-$8—in the case of an all-hvdroelectric com¬ 
pany and lower—around $3-for manufactured gas companies. 
The relationship between plant and revenues provides a rough 
check on the validity of the all-important figure of investment in 
plant and the adequacy of the depreciation reserve. 

The ratio of long-term debt to net property is very important. 
Not only does it show the assets support to the utility’s bonds, 
but it is related to earnings support as well. If the utility earns 
a reasonable return on its property as valued for rate-making 
purposes, this return will provide adequate support to funded 
debt of, say, 50 per cent of net plant, provided that interest rates 
on the debt are modest. A return of 6 per cent on total investment 
would provide interest coverage of three times on bonds equal 
to 50 per cent of property, at an average interest rate of 4 per cent. 
For the combined electric utilities whose statement is given above, 
the ratio of long-term debt to net plant was 55.1 per cent as of 
1949. The Securities Exchange Commission, in its regulation of 
holding companies and their subsidiaries under the Act of 1935, 
has established 50 per cent of net plant as a debt standard. Cer¬ 
tainly 60 per cent should be considered a maximum. 

The pattern of long-term financing is revealed by the capital 
structure proportions. For the electric industry, long-term debt 
comprises approximately 49 per cent, preferred stock 14 per cent, 
and common stock plus surplus 37 per cent of total bonds, stock, 
and surplus. There are two reasons why utilities of all types rely 
heavily on senior securities: (1) the relative stability of earnings 
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makes feasible the use of such sources without undue risk; (2) by 
using bonds and preferred stock on which interest and dividends 
carry a rate substantially less than the over-all rate earned on 
total investment, the return on the common stock can be magni¬ 
fied sufficiently to attract junior equity capital. This is important, 
since, unlike the competitive industrial company, the public 
utility cannot rclv on reinvested earnings as a major source of 
funds. In 1949 the net operating income of the electric utilities 
referred to above produced a return of 5.8 per cent on capital 
structure. Deducting interest averaging 3.8 per cent and preferred 
dividends averaging 4.7 per cent, earnings available to common 
stock were at the rate of 11.0 per cent on the combined book value 
of the common stock. 

A final balance sheet “test" is found in the relation of current 
assets to current liabilities. This familiar ratio is much less im¬ 
portant for the public utility company than for the industrial 
concern, because the current items of the former are relatively 
unimportant and because maturing current liabilities can be met 
with the steady cash income or funded into long-term obligations. 
For a strong company, a ratio of l!i to 1 would seem adequate; 
where earnings are weak, the ratio should be higher to permit 
the continued payment of bond interest. 

Types of securities. In sharp contrast to that of the railroad 
industry, the capitalization of most utilities is relatively simple, 
consisting of a single large, open-end mortgage bond issue with 
perhaps several series outstanding, preferred stock, and common 
stock. Variations from this common pattern are, however, ob¬ 
served in the case of many companies; some have never issued 
preferred stock; others, such as the American Telephone and 
Telegraph Company, have relied on debenture bonds. The open- 
end mortgage bonds contain the protective provisions described 
in Chapter 5 that are designed to prevent dilution of assets and 
earnings from excessive new series. 

It is still somewhat unusual to find provision for rapid retire¬ 
ment of bonds through generous sinking fund or serial redemption 
requirements, although modest sinking funds of 1 to 2 per cent 
are found in modern bond issues. The typical utility company 
assumes that it will always be in debt. ,w Replacement of plant is 

lu An exception is found in the large sinking funds of natural gas companies 
made necessary by the wasting character of their assets. 
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financed from funds representing depreciation reserves and from 
new financing. The conversion feature not uncommon in indus¬ 
trial financing is not used as frequently in utility financing, al¬ 
though the practice is growing; the call or redemption feature is, 
however, customarily included in bonds and preferred stock. 

Income statement analysis. The main items found on the utility 
statement may be illustrated by reference to the combined income 
statement for 1949 of the Class A and Class B electric light and 
power companies whose balance sheet was previously shown (in 
millions of dollars): 


Operating Revenues. $5,068.7 

Operating Deductions (including taxes and depre¬ 
cation) . 4,117.9 


Net Operating Revenues. 

Miscellaneous Operating Income ... 

. $ 950.8 

. 5.2 

Total Operating Income. 

Other Income .. 

.. $ 956.0 

. 65.7 

Gross Income ... 

Interest on Long-term Debt.. 

Other Income Deductions-Net . 

. $1,021.7 

. 242.7 

. 21.8 

Net Income. 

« 7*7 O 

--------... y I VI .M 


The operating revenues are the product of the number of units 
sold (kilowatt-hours, cubic feet of gas, and so forth) and the 
rates charged. The customers are classified, in the case of electric 
companies, into the categories shown in the table below. 


SOURCES OF REVENUES OF ELECTRIC POWER COMPANIES 


(Based on 1950 Data) 


Class of Service 


Revenue 

Kilowatt- 

hours 

(millions) 

Per Cent 

Dollars 

(millions) 

Per Cent 

Residential . 

67,030 




Rural . 

7,400 


mrr 


Commercial. 

50,446 


lifg 


Industrial . 

139,065 




Miscellaneous . 

16,598 

sEJps 


5.1 

Total . 

280,539 

100.0 

$5,086 

100.0 


Source: Edison Electric Institute. 
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The residential load is ordinarily more stable than that of the 
commercial and industrial users, whose demands tend to vary 
more with business conditions. Furthermore, while industrial and 
commercial loads may be very large, their average rates are con¬ 
siderably lower. But such demand can contribute to a higher 
load factor (average consumption to peak consumption) by build¬ 
ing up demand in off-peak hours or seasons, and thus produce 
lower unit costs and high profits. The higher the load, the less the 
idle plant capacity. 11 

In examining the operating revenues of a company, the investor 
should note the extent to which they are derived from the main 
activity of the company, such as electric light and power, and 
the extent from collateral services such as traction operations and 
manufactured gas. Good results from one type of service may be 
offset by the greater risks of another. Furthermore, a mixture of 
revenues distorts the comparability of the ratios with those of 
other companies. 

The relationship between total operating revenues and operat¬ 
ing expenses is the familiar operating ratio. If income taxes are 
excluded (and they should be to test efficiency), typical operat¬ 
ing ratios for various categories of utilities are at present as 


follows: 

Hydroelectric. 50$ 

Steam electric. 65$ 

Natural gas . 75$ 

Telephone . 80$ 

Manufactured gas. 85$ 


In addition to being affected by the type of industry, type of 
consumer, load factor, cost of fuel, and other factors, the operating 
ratio is greatly influenced by the depreciation expense and main¬ 
tenance expense, over which management has some control from 
year to year. A low operating ratio may be the result of under¬ 
maintenance. It is suggested that maintenance and depreciation 
combined should be not less than 15 per cent of gross revenues 
for steam electric companies and 12 per cent for hydroelectric. 
Annual depreciation expense as a per cent of gross plant (ex- 


11 Thus, if the peak load of a gas company is 50,000 cubic feet per hour, 
monthly production of 36,000.000 cubic feet would be required if the company 
were to turn out its peak load continuously. If the average monthly production is 
12,000,000 cubic feet, the load factor for the month is 335 per ceut. 
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elusive of land) should run about 2'A per cent for gas companies, 
3‘A per cent for electric companies, and 4 per cent for telephone 
companies. 

The sum of the net operating revenues and the income from in¬ 
vestments and other sources comprises the gross or total income 
available for interest and is used to compute the coverage of 
fixed charges and of fixed charges plus preferred dividends. In 
1949, for all electric companies combined, interest was earned 
4.2 times. Within the whole group, wide variations appear; never¬ 
theless, the relative stability of utility earnings (save traction and 
telegraph companies) and their general ability to earn their fixed 
charges adequately has put their bonds into a relatively preferred 
investment position. The investor would be satisfied with a lower 
record of interest coverage for a sound utility than for a railroad 
or an industrial company. 

Another method of testing the ability of the company to earn 
its fixed charges is to compute these as a per cent of operating 
revenues. For a well-managed and conservatively financed steam 
electric light and power company, the ratio should not exceed 6 
per cent. Thus, if a company had net plant of $4,000,000, operat¬ 
ing revenues of $1,100,000, and $1,800,000 in 3K per cent bonds 
outstanding, its interest charges would be $63,000, or 5.7 per cent 
of revenues. And if operating expenses, taxes, and depreciation 
consumed 80 per cent of revenues, gross income before interest 
would be $220,000, and interest would be covered 3.5 times. 

The relatively stable earnings of utilities make it possible for 
them to declare the bulk of their net income in dividends. In¬ 
deed, this is necessary if the capital stock, limited as it is in 
earning power, is to be attractive to investors. Furthermore, the 
utility is not expected to earn a return that will provide for capital 
expansion from funds contributed by consumers. An average 
dividend pay-out of 75 per cent of net income by a conservatively 
financed utility is not believed excessive. 

Electric light and power. In the public utility field, the electric 
light and power companies comprise the largest as well as the 
most popular group from the investment viewpoint. In the rela¬ 
tively short span of 70 years, the electrical industry has grown 
from the small central station of 750 horsepower, serving a few 
near-by customers, to the modern power plant of 500,000 horse- 
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power, serving thousands of customers over a wide area through 
an elaborate transmission and distribution system. At first, the 
electricity produced was used only for lighting, with the conse¬ 
quence that the plant was idle the greater part of the time. So 
successful have the companies been in building up a daytime 
load, however, that the hours of darkness now represent the 
t alley rather than the peak of demand. The growth of the industry 
has been due to more extensive, as well as intensive, use of elec¬ 
trical energy. 

Electricity is now regarded as occupying a pre-eminent posi¬ 
tion in the field of illumination. In the power field, it has attained 
an outstanding position, being successfully challenged by me¬ 
chanical power only under certain unusual conditions in which 
cheap water power is available. In the heating field, electricity 
has thus far proved advantageous only in special applications; 
coal, oil, and gas comprise a group of strong competitors for the 
general heating load. The construction of large, efficient generat¬ 
ing plants by the leading utility companies has enabled them to 
offer power to large users at rates below the cost of production in 
privately owned plants. 

The spectacular growth of the industry is indicated by the fol¬ 
lowing selected data. 


GROWTH OF THE ELECTRIC LIGHT AND POWER INDUSTRY 

(Private and Public) 






Annual 






Construc¬ 


Installed 

Production 



tion Expen¬ 


Capacity 

(millions of 

No. of 

Revenues 

ditures # 


(millions of 

kilowatt- 

Customers 

(millions 

(millions 

Year 

kilowatts) 

hours ) 

(millions) 

of dollars) 

of dollars) 

1920 

12.7 

39.405 



$ 300.0 

1930 

32.4 

91,116 

24.6 

$1,991.0 

871.6 

1940 

39.9 

141.837 

30.2 

2,440.2 

640.4 

1950 

68.5 

328,998 

45.0 

5,086.5 

2,621.0 


0 Exclusive of government projects. 

Source: Edison Electric In>titute. Slaliili<ol Bulletin. 


The relative stability of earnings of the electric utilities is in¬ 
dicated by the fact that in 1933, when operating revenues were at 
the lowest level, the fixed charges (of the industry) were earned 
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more than twice. Today the coverage is over four times, which 
reflects not only the higher earnings but the effects of declining 
costs of borrowed funds. 

The great growth of electrical power has resulted in wide in¬ 
vestment interest in the industry, attracted by the favorable com- 
bination of sound development and an essential field. Although 
it would be illogical not to expect a decline in the rate of growth, 
the present rate of expansion in plant is likelv to continue for 
several years until lack of reserve capacity ha's been overcome. 
The industry will continue to show a satisfactory rate of progress 
for many years to come. Outstanding securities of electric light 
and power companies will continue to include some of mediocre 
standing; but, on the whole, the premier status of electric bonds 
and stocks should be maintained. 

Summary of power company tests. The latest balance sheets 
and income statements of an electric power company should be 
carefully analyzed. Experience has shown that the better-man- 
aged companies report financial operations within recognized 
latitudes. Such ranges are indicated in the following comments. 
With respect to the balance sheet: 

1. The value of the fixed assets (land, buildings, and equip¬ 
ment less depreciation) should not exceed 4 times the operating 
revenue as shown on the income statement in the case of a steam 
plant and 8 times the operating revenue in the case of a hydro 
plant. The fixed assets usually represent about 90 to 95 per cent 
of the total assets and about 95 per cent of the “rate base” as used 
by regulatory commissions in establishing fair rates for service. 

2. The amount of bonds outstanding should not exceed 60 
per cent of the net value of the fixed assets or 60 per cent of total 
capital structure. 

3. The retirement (depreciation) reserve should be at least 20 
per cent of the value of the fixed assets. 

4. The preferred stock outstanding should not exceed 25 per 
cent of capital structure and should be less than the amount of 
common stock and surplus. 

5. The common stock and surplus should represent at least 25 
per cent of capital structure. 

6. The “ideal” capital structure would be 40 to 50 per cent in 
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bonds and 50 to 60 per cent in net worth, with 10 to 20 per cent 
in preferred issues and 30 to 40 per cent in common stock and 
surplus. 

With respect to the income statement: 

1. The ratio of operating expenses, including provision for 
maintenance, depreciation, and taxes, to operating revenues 
should not exceed 80 per cent for a steam plant and 70 per cent 
for a hydro plant. 

2. The ratio of depreciation plus maintenance to operating 
revenues should not be less than 15 per cent. 

3. The ratio of operating profit, before the payment of interest 
charges, to the investment in plant and equipment as shown in 
the balance sheet should be between 5 and 7 per cent to show a 
fair rate of return earned on the rate base. 

4. The ratio of interest charges to the operating revenues should 
not exceed 8 per cent. The total income available for the payment 
of these charges should be at least two times the requirement 
over a representative period of years. 

5. The ratio of the sum of the interest charges and the preferred 
dividend to operating revenues should not exceed 12 per cent. 
The total income available for the payment of these charges 
should be at least 1J4 times the ‘over-all" requirement over a 
representative period of years. 

6. The ratio of the balance available for dividends on the com¬ 
mon stock should be at least 10 per cent of the operating revenues. 

The gas industry. The production and distribution of gas on 
a commercial scale has been a major public utility enterprise in 
the United States for considerably more than a full century. 
From the first manufactured-gas plant in Baltimore in 1816, with 
a capacity of a few hundred cubic feet daily, to the modem Hunts 
Point plant of the Consolidated Edison Company in New York, 
with a daily capacity of several hundred thousand cubic feet, the 
industry has shown continued progress despite almost constant 
competition of alternative services. Prior to the development, 
about 1880, of the electrical lamp, gas was used almost exclusively 
for illumination. As electricity gradually gained supremacy in 
the lighting field, the gas companies turned to the heating field. 
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with most successful results. The physical characteristics of gas 
make it an ideal agency for heating purposes. As a consequence, 
the output of the industry has continued to grow at a rate beyond 
the normal development of the nation. 

Until recently, the great bulk of the gas sold by the American 
public utility companies was manufactured through the destruc¬ 
tive distillation of coal. Although natural gas was used extensively 
in certain districts, for the main part it was available only to cus¬ 
tomers located near the producing wells. Extensive petroleum 
prospecting brought in many rich natural gas wells, especially in 
the Southwest, which, unfortunately, were located far from any 
large potential users. To find a market for this gas, companies 
built pipelines, extending hundreds of miles, bringing natural gas 
from remote parts to metropolitan areas including Chicago, Cleve¬ 
land, Detroit, St. Louis, Washington, Atlanta, New Orleans, Los 
Angeles, San Francisco, and, more recently, New England in¬ 
dustrial centers. 

About 93 per cent of the customers, and about three-quarters 
of the revenues, of manufactured gas companies are residential, 
the chief utilization being for cooking and heating. This type of 
demand provides revenues with stability similar to that found in 
the electric light and power field, but offers little opportunity for 
growth and provides vulnerability to rising costs. The use of 
natural gas, which has had a phenomenal development in recent 
years, is divided substantially as follows (on the basis of reve¬ 
nues): residential, 50 per cent; commercial, 11 per cent; indus¬ 
trial, 39 per cent. The substantially lower cost of natural gas has 
enabled that branch of the industry to retain old markets and 
obtain great new ones. But the commercial and industrial demand 
introduces an element of instability which, when not offset by 
continued growth, places natural gas companies at something of 
an investment disadvantage. Many companies selling manufac¬ 
tured gas are being hard pressed by competition from the in¬ 
creasingly efficient electric power industry; some have been saved 
by the use of natural gas for enriching purposes that has enabled 
them to reduce rates and develop their industrial and commercial 
load; others have converted to straight natural gas. Eventually, 
distribution of straight manufactured gas as such will probably 
disappear. 
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SCOPE OF GAS INDUSTRY, 1950 


Type 

Number of 
Customers 

(millions) 

Sales 

(millions 
of therms) 

Revenues 

(millions 
of dollars) 

Miles of 
Main 

(thousands) 

Manufactured . 

7.6 

2,216.7 

$ 454.5 

55.4 

Natural . 

14.3 

38,499.9 

1,361.0 

314.5 

Mixed 

1.8 

1,283.6 

111.2 

12.0 

Liquefied Petroleum. 

.3 

89.9 

21.3 

5.6 

Total .. 

mm 

42,090.1 

$1,948.0 

387.5 


Source: Moody's Manual of Investments. Publie Utilities. 1951. 


Although the obligations of some gas companies, both manu¬ 
factured and natural, are considered prime, a frank appraisal of 
the gas industry and its relative advantages and disadvantages 
suggests that its securities do not deserve the high standing that is 
characteristic of the better electric companies. The investor would 
do well to insist on higher standards if he is to be assured of 
quality in this field. Nevertheless, he may expect the natural gas 
division of the group to continue its record of showing the most 
spectacular growth in the utility family, and this lends large in¬ 
terest to common stocks, especially of gas transmission companies. 

Gas company analysis. An analysis of the financial condition 
of a manufactured-gas company involves the application of recog¬ 
nized standards of acceptability to the actual figures shown in 
the published financial statements. 

With respect to the balance sheet: 

1. The value of the fixed assets (after depreciation) should 
not exceed three times the operating revenue. 

2. The amount of bonds outstanding should not exceed 50 per 
cent of the value of the fixed assets or 50 per cent of the capital 
structure. 

3. The retirement reserve should be at least 25 per cent of 
the value of the fixed assets. 

4. The comments with respect to preferred stock, common 
stock, capital structure, and surplus previously made in connec¬ 
tion with power company balance sheets are equally applicable 
to gas company statements. 
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With respect to the income statement: 

1. The ratio of operating expenses, including maintenance, 
depreciation, and taxes, should not exceed 90 per cent of operat¬ 
ing revenues. 

2. The ratio of depreciation plus maintenance to operating 
revenues should not be less than 10 per cent. 

3. The operating profit before interest charges should be at 
least 5 per cent of the net fixed assets. 

4. The ratio of interest charges to operating revenues should 
not exceed 5 per cent. The total income should be at least two 
times the interest charges over a representative period of years. 

5. The comments with respect to preferred dividends and bal¬ 
ance of earnings available to the common stock previously made 
in connection with power company income reports are equally 
applicable to gas company statements. 

The telephone industry. The telephone industry has become, 
in the short period of 75 years, an integral factor in the everyday 
life of the nation. In any age such as the present, which puts a 
premium upon speed, instantaneous communication, as afforded 
by the telephone, becomes of inestimable value. Progressive poli¬ 
cies on the part of operating management in the form of quicker 
service (automatic dials), promotional rates (at off-peak hours), 
universal connections (long-distance lines), and teletype service 
have caused an extraordinary growth in this field. 

Although there are several thousand telephone companies in 
the United States, the Bell System, consisting of the parent Ameri¬ 
can Telephone and Telegraph Company and its subsidiaries and 
affiliates, does over 90 per cent of the business in terms of number 
of calls and controls over 90 per cent of the telephones. General 
Telephone Corporation is a leading domestic “independent” and 
International Telephone and Telegraph Corporation is important 
in the foreign field. 

American Telephone and Telegraph Company owns and oper¬ 
ates the connecting long-distance lines and controls through stock 
ownership 24 operating “Bell' companies; it also owns Western 
Electric Company, manufacturer of telephone equipment for the 
system, and Bell Telephone Laboratories, Inc., a research sub- 
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sidiary. Its income is derived from toll-service revenues, license- 
contract revenues received for services furnished to the companies 
of the system, and dividends and interest on securities of sub¬ 
sidiaries. The growth of the Bell System through the years is 
indicated in the following table: 


GROWTH OF BELL TELEPHONE SYSTEM 
Year-end. 1920-1950 

1920 1930 

8,133,759 15.187.296 

33,125,000 64,034.000 

$1,374 mill. $4,041 mill. 

$1,104 M $1,077 “ 

228,943 391.746 

139.448 567,694 

Source: Annual Reports, American Telephone and Telegraph Company. 

Investment interest in telephone securities is largely confined 
to the bonds and preferred stocks of the regional Bell companies 
and the bonds and common stock of the parent company. In 
general, the associated companies provide examples of able busi¬ 
ness management. The senior securities of the regional companies 
command high investment respect and sell at relatively low yields. 
The debentures of the parent company have increased very 
greatly in the period since World War II, and the capital structure 
of the system has become much less conservative than formerly. 
Nevertheless, these debentures (including convertibles) com¬ 
mand almost the highest investment rating. Comparison of the 
consolidated capital structure of American Telephone and Tele¬ 
graph Company and subsidiaries for selected years reveals the 
trend from very conservative proportions to those similar to the 
corresponding ratios in the electric light and power group, insofar 
as funded debt is concerned. 

The common stock of American Telephone and Telegraph 
Company has long been regarded as a premier equity. Its un¬ 
broken dividend record of $9 each year since 1922 and the pros¬ 
pects for the continuation of this rate partially explain why it is 


Items 

Number ol telephones 
A\ erage daily tele- 

S hone conversations 
L*pi io lie plant (be¬ 
fore depreciation) 
Operating revenues .. 
Number of employees 
Number of stmkhold- 
ers (parent com¬ 
pany) . 


1940 

1950 

17.483.981 

35,343,440 

79,303.000 

140,782,000 

$4,748 mill. 

$10,102 mill. 

$1,174 •* 

$3,262 " 

323,701 

602,466 

630.902 

985,583 
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CONSOLIDATED CAPITAL STRUCTURE, BELL SYSTEM 
(dollars in millions) 


Item 

1930 

1950 

Funded debt: 





Subsidiaries . 

S 641.9 

16? 

$1,748.0 

22? 

A. T. & T. 

473.7 

12 

1,885.0 

24 

Subsidiaries' preferred stock .. . 
Minority interest in subsidiaries’ 

110.3 

3 

17.9 

— 

common stock . 

137.6 

3 

119.2 

2 

A. T. & T. capital stock. 

1.907.1 

47 

2.985.4 

38 

Surplus . 

784.4 

19 

1,088.2 

14 

Total . 

$4,055.0 

100? 

$7,843.7 

100? 


Source: American Telephone and Telegraph Co.. Annual Report for 1950. 


held by over a million investors as of 1951. The Bell group is the 
largest non-financial enterprise in the country. 

While telephone operations are not so stable as those of elec¬ 
tric power, the industry has good public relations and has been 
able to obtain rate increases that go far toward offsetting the in¬ 
creases in costs in the period since World War II. Nevertheless, 
there has been a steady rise in the operating ratio, and the rate 
of return earned on total investment is modest. 

Telephone company analysis. An analysis of the financial con¬ 
dition of a telephone company requires the application of stand¬ 
ards of acceptability differing somewhat from those used in con¬ 
nection with electric power and gas companies. 

With respect to the balance sheet: 

1. The value of the fixed assets after depreciation should not 
exceed three times the operating revenue. 

2. The amount of bonds outstanding should not exceed 50 
per cent of the value of the fixed assets or 50 per cent of the 
capital structure, and 40 per cent would be preferable. 

3. The retirement (depreciation) reserve should be not less 
than 25 per cent of the fixed assets. A reserve of over 25 per cent 
may be regarded as excessive by regulatory commissions. 

4. The comments with respect to preferred stock, common 
stock, capital structure, and surplus previously made in connec¬ 
tion with power company balance sheets are equally applicable 
to telephone company statements. 
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With respect to the income statement: 

1. The ratio of operating expense (including income taxes) to 
operating revenues should not exceed 90 per cent. 

2. The ratio of income available for fixed charges to capital 
structure should be at least 6 per cent. 

3. The ratio of depreciation plus maintenance to gross revenues 
should be at least 30 per cent. 

4. The ratio of interest charges to operating revenue should 
be not more than 5 per cent, and total income should be at least 
two times the interest charges. 

5. The comments with respect to preferred dividends and bal¬ 
ance of earnings remaining for the common stock previously made 
in connection with power company income reports are equally 
applicable to telephone company statements. 

The telegraph industry. The telegraph industry of the United 
States is controlled by a single company, Western Union.'* West¬ 
ern Union was at one time controlled by American Telephone, 
but since 1914 the Bell company has had no financial interest in 
the telegraph field. Telegraphy is one of the oldest of the utility 
group, dating back over a full century to the Morse experiments, 
and it enjoyed remarkable prosperity until the depression of the 
1930’s. Western Union had a mild recovery, but in the 1940s 
the increase in costs outstripped the increase in revenues, and 
deficits were reported in 1945,1946, and 1949. A modest profit was 
produced in 1950. The future of the company, and of its securities, 
is still open to conjecture. The radio, the teletypewriter, the long¬ 
distance telephone, and air mail have diverted a substantial part 
of the business which formerly went by telegraph and cable. A 
comment which may prove premature is that telegraphy has 
passed its peak as a separate enterprise, and that its future lies in 
co-ordination with other forms of electrical communication. It 
would be unwise to conclude, however, that the telegraph in¬ 
dustry, having passed its peak, is to fade quickly from the eco¬ 
nomic picture. Handling the communication business means more 
than the transmission of messages; the collection and delivery 
service of the telegraph company, developed over a long period 
of years, is in itself a competitive asset of great value. 

12 The assets of Postal Telegraph, lire., were acquired in 1943. 
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Telegraph company analysis. The analytical comments made 
in connection with telephone companies apply generally to tele¬ 
graph companies. Unfortunately, the telegraph industry has 
been confronted with a declining volume of business and an in¬ 
creasing operating cost, largely due to increased wage rates. As 
a consequence, Western Union has not been able to approach a 
satisfactory earning power. Even after reducing the provision 
for depreciation far below the former standard, the operating 
ratio of Western Union has been running close to 95 per cent. 
Until 1944 the operating revenues of Western Union (and Postal) 
were far below the volume of 1929, whereas the revenues of 
American Telephone were substantially higher. By 1951 tele¬ 
phone revenues were 200 per cent above the 1929 figure, whereas 
those of Western Union were still slightly below the 1929 figure 
for the industry. 

The water industry. Investment interest in the securities of 
water companies is quite limited, owing to the prevalence of 
municipal ownership in this branch of the public utility field. 
Largely because of the close relationship between water supply 
and public health, the belief is generally held that water service 
should be a municipal function. Relatively few large communities, 
notably Indianapolis, Indiana, and Birmingham, Alabama, are 
served by private companies. A number of smaller cities, such as 
New Haven, Conn., New Rochelle, N.Y., and Wichita, Kan., have 
private service. The industry is the oldest of the utilities and for 
centuries has retained its essential simplicity of a “pump and a 

pipe” 

Because water has almost always been obtainable in unlimited 
quantity at little or no cost, its use has quite invariably been pro¬ 
portionate to population. As population growth in the United 
States is slightly above 1 per cent yearly, it is apparent that the 
growth of water companies is equally slow. If, however, the water 
companies are handicapped by slow growth, they enjoy a com¬ 
pensating advantage in stability of revenue. The use of water is 
seldom contingent upon cost; consequently, the output of water 
companies is remarkably steady. This stability of earnings is the 
outstanding advantage of water securities as investments and 
justifies a relatively high proportion of bonds in the capital struc- 
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hire. The great disadvantage is the extremely limited supply of 
securities issued bv the better companies. 

Certain operating characteristics of water companies are worth 
noting. The investment in fixed assets is very large in relation to 
revenues; in other words, the "plant turnover is very slow. How¬ 
ever, this disadvantage is offset by a correspondingly low operat¬ 
ing ratio. 

Water company analysis. The following comments are offered 
in regard to the securities of privately owned water supply com¬ 
panies: 

With respect to the balance sheet: 

1. The value of the fixed assets (after depreciation) should 
not exceed 7 to 8 times the operating revenues. 

2. The amount of bonds outstanding should not exceed 75 per 
cent of the depreciated value of the fixed assets or of the capital 
structure. 

3. The retirement (depreciation) reserve should be at least 
10 per cent of the value of the fixed assets for the newer proper¬ 
ties and at least 20 per cent for the older. The great hazard in 
this industry is not physical depreciation, but public ownership. 

4. The preferred stock outstanding, when added to the bonds 
outstanding, should not exceed 85 per cent of the capital struc¬ 
ture. 

5. The common stock and surplus should be at least 15 per 
cent of the capital structure. 

With respect to the income statement: 

1. The ratio of operating expenses, including taxes, to oper¬ 
ating revenues should not exceed 70 per cent. 

2. The ratio of depreciation plus maintenance to operating 
revenues should be at least 12 per cent. 

3. Net income from operations should be at least 5 per cent of 
the capital structure. 

4. The ratio of interest charges to operating revenues should 
not exceed 20 per cent. The total income should be at least 1J* 
times the interest charges. 

5. 'The preferred dividend requirement, plus the interest 
charges, should be earned at least \U times on an “over-all" basis. 
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6. The balance available for the common stock should be at 
least 10 per cent of the operating revenues. 

The local transit industry. The history of the local transit in¬ 
dustry during the past 60 years clearly illustrates the successive 
stages in an economic cycle. The experimental stage ended about 
1890, with the practical application of electric motors to street 
cars. The development stage continued until about 1910, when a 
veritable network of urban, suburban, and interurban electric 
railways was to be found throughout the country. In congested 
metropolitan areas, elevated and underground railways, in addi¬ 
tion to the slower surface lines, gave rapid transit service. The 
saturation stage continued from 1910 to 1920, passing a peak 
around 1912. Shortly after 1920, a fourth stage, of distinct retro¬ 
gression, developed. Electric railway traffic and revenues declined 
steadily, with a temporary bulge during the war years attributable 
to industrial activity and restrictions on the use of private auto¬ 
mobiles. In 1912 there had been 975 electric railways in operation, 
carrying 9Ja billion revenue passengers; in 1950 the corresponding 
figures were 89 and 5 billion. For the country as a whole, the 
decline in electric railway traffic volume has been partly offset 
by the increase in traffic carried by trolley coaches and motor 
buses, but these are largely publicly operated. The electric rail¬ 
way industry as such, including street railway and rapid transit, 
remains in the doldrums. 

The fundamental cause of the long-continued decline in trac¬ 
tion earnings has been loss of traffic due to the great popularity 
of the passenger automobile. Other difficulties have faced the 
tractions, in the form of rate restrictions and street-paving assess¬ 
ments in franchises; higher operating costs, especially those for 
taxes and wages of labor; slower service due to streets congested 
with motor traffic; and bus competition. These difficulties have 
been overcome in many cases through grants of rate increases, 
waiving of paving obligations, lower material costs, one-man car 
operation, trackless trolley cars, one-way street regulations, lim¬ 
ited parking privileges, and co-ordinated bus service. But earn¬ 
ings remain unsatisfactory because revenues have not improved. 
The statement is probably true that no privately owned transit 
company in the country is now showing favorable earnings, and 
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that most of them are in serious financial difficulty. Fare increases 
have generally provided only temporary relief. The only securities 
worthy of any consideration are the issues of companies in large 
metropolitan areas where traffic volume is heavy and co-ordinated 
railway-bus service is available. 

Street railway company analysis. With practically no securities 
in the entire group worthy of investment ranking under existing 
conditions, a recital of investment tests becomes almost purely 
academic. The financial statements of very few companies would 
afford favorable comparison with the following criteria. 

With respect to the balance sheet: 

1. The value of the fixed assets after depreciation should not 
exceed 2ii times the operating revenues. 

2. The amount of bonds outstanding should not exceed 40 per 
cent of the capital structure. 

3. The retirement (depreciation) reserve should be at least 40 
per cent of the fixed assets. 

4. The preferred stock plus bonds should not exceed 50 per cent 
of the capital structure. 

5. The common stock and surplus should be at least 50 per cent 
of the securities outstanding. 

With respect to the income statement: 

1. The ratio of operating expense, including taxes, to operating 
revenues should not exceed 90 per cent. 

2. The ratio of income before interest to total investment should 
be at least 6 per cent. 

3. The ratio of interest charges to operating revenue should 
not exceed 5 per cent. The total income should be at least two 
times the interest charges. 

4. Comment with respect to preferred dividend requirement 
and common stock position is omitted because of the speculative 
nature of such issues under conditions existing at the time of 
writing. 

The holding company. Reference has previously been made 
to the predominance of the holding company in the public utility 
field. This condition is especially true in the electric, gas, tele¬ 
phone, and water services. The pure holding company's chief 
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asset is the common stock of subsidiary operating companies. The 
“holding-operating” company owns and operates property in its 
own right and in addition controls subsidiaries through stock 
ownership. 

The holding company device was widely applied in the utility 
field in order to give to the subsidiaries the advantages of over¬ 
all and combined management of operations, construction, public 
relations, and financing which they might not enjoy as separate 
local concerns. In addition to these advantages, often very real, 
the use of the device made possible the control of very large 
properties with a small investment, and also made possible (under 
favorable conditions) a large return to the owners of the holding 
company common stock. The explanation of these advantages 
lies in the fact that the operating companies typically issued 
substantial non-voting senior securities bearing fixed rates of 
interest and preferred dividends. Thus, they could be controlled 
by the purchase of common stock only. This application of the 
trading on equity” or "leverage” principle magnified the earn¬ 
ings on the subsidiaries’ common stock and, thus, the earnings of 
the parent. 

The benefits’ of this system to the holding company’s owners 
could be further increased by carrying the principles involved 
through an additional step, namely, the use of senior securities 
by the parent itself. A hypothetical example may serve to illus¬ 
trate these ideas. Suppose two operating utilities, each financed 
with 4 per cent funded debt equal to 50 per cent of assets, and 5 
per cent non-voting preferred stock equal to 25 per cent of assets. 
The ownership of all or of a substantial portion of the common 
stock of each operating company gives the holding company con¬ 
trol with a minor investment. If each operating company earns 
6 per cent on total investment, after payment of bond interest and 
preferred dividends 11 per cent is earned on the common stock 
equity. Now if the holding company has obtained the funds to 
acquire the subsidiaries’ common stock partly through the issu¬ 
ance of its own bonds and preferred stock, the return on its own 
common stock, which represents a still smaller fraction of the 
assets of the group, is further magnified. In times of depression, 
of course, if the subsidiaries’ earnings shrink even modestly, the 
shrinkage is magnified with respect to the earnings available to 
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support the holding company’s senior securities, and the return 
on the common stock is reduced in even greater proportion, if 
not eliminated. In the worst over-pyramided situations, the hold¬ 
ing companies found themselves without revenues in the early 
1930's and failed as a result. 

The senior securities of the holding company are actually junior 
securities within the consolidated group, and the common stock 
has a very thin equity in the earning power of the operating sub¬ 
sidiaries. This condition is even more attenuated when several 
intermediate holding companies intervene, each of which issues 
bonds and preferred stocks. 

It would be unfair to infer that all holding-company securities 
are equally poor. Some companies are more conservatively cap¬ 
italized than others. Some control more valuable subsidiaries. 
Some enjoy advantages from control of contiguous properties. 
Bv and large, however, investors should realize that, as a class, 
holding company securities are fundamentally weaker than oper¬ 
ating company obligations. 

Holding company analysis. It should be recognized that hold¬ 
ing companies issue two different types of financial statements. 
The corporate statements refer to the holding company only and 
do not include assets and revenues of subsidiaries. Consolidated 
statements include the combined finances of parent company and 
subsidiaries, eliminating intercompany transactions. For analytical 
purposes, the consolidated statements are used because they 
afford a more comprehensive picture of the entire group of prop¬ 
erties. 

The tests previously outlined should be applied to the con¬ 
solidated statements of the group. However, two important re¬ 
finements are necessary in recognition of the junior position of 
the (pure) holding company’s securities: 

1. The components of the consolidated capital structure of the 
holding company and subsidiaries should be arrayed in order 
of priority and the percentage of each item to total should then 
be calculated. The order is as follows: 

Subsidiary funded debt 

Subsidiary preferred stock 

Minority interest in subsidiary common stock and surplus 
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Holding company funded debt 

Holding company preferred stock 

Holding company common stock 

Consolidated surplus 

2. The coverage of interest and preferred dividends on the 
holding company securities should be figured on the “over-all” 
basis. Interest coverage is calculated by dividing consolidated 
gross or total income by interest on subsidiary debt plus dividends 
°n subsidiary preferred plus interest on holding company bonds; 
preferred dividend coverage is calculated by adding to the above 
the holding company’s preferred dividend requirements. 

Public Utility Holding Company Act of 1935. The abuses that 
appeared in the management and financing of operating and 
holding companies through the use of the holding company de¬ 
vice led to the passage of an extremely important Federal statute 
in 1935. Its major provisions suggest the nature of the abuses and 
the means employed to remedy them, and may be summarized 
as follows: 

1. Holding companies (and their subsidiaries) controlling gas 
and electric companies in more than one state must register with 
the Securities and Exchange Commission and be subject to its 
jurisdiction. 

2. The Commission must approve all security issues of the 
registrants, including new financing, refinancing, reorganizations, 
readjustments, and mergers; holding companies were to be con¬ 
fined to secured bonds and common stock. In passing on new 
financing, the Commission considers the appropriateness of the 
security to the earnings, asset values, and capital structure of the 
issuer; a general limit of bonds to 50 per cent and preferred stock 
to 20-25 per cent of net plant is imposed. This stipulation requires 
a review of the values paid for assets and the adequacy of de¬ 
preciation reserves. 

3. All intercompany transactions are to be approved by the 
Commission, including dividends, accounting, intercompany loans 
(with “upstream” loans prohibited), service charges (which must 
be at cost), and purchase and sale contracts. Registered com¬ 
panies may not acquire any securities or utility assets or any other 
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interest in a business unless the transaction would work toward 
a more integrated utility system. 

4. Proposals to alter the preferences or voting rights of security- 
holders are subject to Commission review; unfair or inequitable 
distribution of voting power is prohibited. 

5. One of the most far-reaching features of the Act is the so- 
called “death-sentence” clause designed to enforce sound integra¬ 
tion of utility systems and break up the sprawling, widely scat¬ 
tered groups that had been built up during the 1920’s. By an 
“integrated” system is meant one whose assets are physically in¬ 
terconnected or capable of physical interconnection, and which 
under normal conditions may be economically operated in a single 
area or region so as to obtain the real advantages of localized 
management and efficient operation. As a result of this clause, 
most of the great electric and gas systems have been broken up 
or greatly simplified, requiring the transfer of billions of dollars' 
worth of property and securities to new owners. Holding com¬ 
panies have been liquidated, have sold or distributed as dividends 
the stock in subsidiaries, and have been merged and recapitalized. 
The process has been long and involved and is not vet complete. 11 

6. Under the “grandfather” clause, the maximum number of 
“layers” in a system is confined to three—the holding company, one 
intermediate sub-holding company, and the operating subsidiaries. 

7. In May, 1941, the Securities and Exchange Commission made 
effective a rule requiring competitive bidding (with certain ex¬ 
ceptions) for obligations issued by companies under its jurisdic¬ 
tion. 

During the course of the application of the "death-sentence” 
clause, the position of the securities of the holding and operating 
companies has been somewhat uncertain. In general, however, the 
bonds and preferred stocks of the sound operating companies 
have not been affected. The common stocks of the retained oper¬ 
ating companies have not been affected. The common stocks of 
the divested operating companies have been subject to much 

11 For a review of the progress made under this and other seetions of the Act, 
see the annual reports of the Securities Exchange Commission. A convenient list 
<>l divestments by which parent and operating companies have been severed from 
tlie systems is found in the blue section of A toady's Manual of Investment$, Utilities 
volume. 
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more uncertainty, pending their disposition to new owners. Many 
have been greatly strengthened by the S. E. C. requirement that 
their financial position be improved before public distribution of 
their securities is permitted. The bonds of the strong holding 
companies have had adequate protection from the assets of the 
original issues. But the preferred and common stocks, especially 
of the pyramided systems, have been subject to wide speculation 
depending on the prospects for a favorable “work-out” of values 
in liquidation. 

Investment outlook and market standing. The relative stability 
of earnings produced by public utility companies, their strong 
growth tendencies (traction and telegraph excepted), and their 
established place in the American economy have established a 
firm position for utility securities in the investment field. The 
sounder utility bonds find a ready market in the portfolios of in¬ 
stitutions and of conservative investors. Utility preferred stocks 
are in demand on the part of investors seeking relative safety 
and higher yield. Utility common stocks, while lacking the pos¬ 
sibilities of spectacular earnings and market appreciation possible 
for industrial equities, provide a respectable income that is rela¬ 
tively stable through the vicissitudes of the business cycle. All 
of these factors have combined to make utility securities the 
premier investments in the corporate field. 

It should be noted, however, that utility companies are vul¬ 
nerable to rising prices and costs and lagging rate adjustments. 
In the case of electric light and power, natural gas, and telephone 
companies, this disadvantage has been offset by very substantial 
growth of revenues. A levelling-off or decline in the growth curve, 
accompanied bv a permanently higher operating ratio, would 
place a strain on these groups that might seriously weaken their 
investment position. This possibility has been amply demonstrated 
in the past by the fate of the telegraph and traction groups, whose 
securities have lost their once enviable investment status. Even 
in the case of the strong utility groups, the investor must not relax 
from a continuous analysis of the factors of strength and weakness. 

Securities analysis. A practical application of the various factors 
and analytical ratios suggested as standards of acceptability 
throughout this chapter is found in the case of Consolidated Edi¬ 
son Company of New York, a large electric light and power and 
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gas company serving the New York metropolitan area. Data con¬ 
cerning volume of business, revenues, and expenses are shown for 
the years 1940, 1945, and 1950. Certain ratios are based on the 
average of the period 1946-1950. Balance sheet data are for the 
year 1950. The analysis is not so comprehensive as a thorough 
study would require, but it will serve to indicate the more im¬ 
portant points to be considered. 

General information. Consolidated Edison (and its subsidiaries) 
is the largest integrated gas and electric company in the world; 
it supplies steam-generated electric light and power in the bor¬ 
oughs of Manhattan, Brooklyn, Queens, and in a large portion of 
the Bronx and Westchester County, manufactured gas in Man¬ 
hattan, Brooklyn, Queens, and Westchester County, and steam 
service in Manhattan. At the end of 1950, investment in plant 
and property after depreciation amounted to $1.2 billions. The 
territory served embraces the larger part of New York City, with 
a total population of about 7,700.000 and a highly diversified in¬ 
dustrial economy. For the most part, the company’s franchises 
arc unlimited in duration, but are not exclusive; however, certi¬ 
ficates of convenience and nccessitv from the Public Service Com- 

* 

mission of New York State would be required by other private 
companies proposing to enter the territory. The system is subject 
to regulation by the Public Service Commission of New York 
State but is exempt from the Holding Company Act. The Com¬ 
mission uses original cost in determining the rate base. No fixed 
rate of return is set bv the Commission, and while 5 per cent 
is generally approved, rates have not been increased fast enough 
to permit utility companies, including Consolidated Edison, to 
earn this return in the post-War period. 

The recent growth of the company and subsidiaries is indicated 


by the following data: 





1940 

1945 

1950 

Electric sales (millions of k.w.h.) . 

6,590 

8,083 

11,001 

Gas sales (millions of cu. ft.) . 

41,322 

44,413 

60,113 

Electric generating capacity (kilowatts) 

2.445.000 

2.417.000 

2,838,000 

Gross plant account (millions) . 

$1,248.6 

$1,174.5 

$1,477.6 

Operating revenues (millions). 

$ 256.9 

$ 297.8 

$ 392.7 


The company’s growth has not been spectacular, but it has 
kept pace with that of the electric and gas industries on a national 
basis. As of December 31, 1950, the company had 27,590 pre- 
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ferred stockholders and 122,849 common stockholders. Both types 
of stock were listed on the New York Stock Exchange. 

Balance sheet data and ratios. Selected balance sheet informa¬ 
tion and relationships as of the year 1950 are as follows: 

The ratio of net plant to operating revenues was 4 to 1, a little 
higher than for the electric and gas industries as a whole. The 
reserve for depreciation at the 1950 year-end was 19 per cent of 
gross plant, or about average, but in 1950 depreciation plus 
maintenance was 19 per cent of revenues. 

Securities outstanding consisted of two small issues of assumed 
first mortgage bonds, five series of open-end mortgage bonds, 
convertible debentures (somewhat unusual for the industry), six 
bond issues of subsidiaries, preferred stock, and common stock. 
The open-end mortgage bonds contain the customary protective 
provisions. 

At the end of 1950, the ratio of system debt to net property was 
only 39 per cent, a very conservative figure. Bonds ($471 millions) 
comprised 40 per cent of consolidated capital structure; preferred 
stock ($175 millions), 15 per cent; and common stock and surplus 
($537 millions), 45 per cent.' 4 These percentages are likewise 
conservative. 

At the end of 1950, the company showed a negative working 
capital and a current ratio of only 0.8 to 1. However, half of the 
current liabilities consisted of construction loans from commercial 
banks that the company expected to refund into long-term debt. 

Income statement analysis. The operating revenues of the Con¬ 
solidated group have increased steadily since the end of World 
War II. Looking back over earlier years, unusual stability in 
revenues is noted, even in periods such as 1930-1933 and 1937- 
1938. This stability stems from the large demand from residential 
and commercial customers. The systems load factor has varied 
between 50 and 55 per cent in post-War years, indicating sub¬ 
stantial unused capacity. 

The sales and revenues of the company through the years have 
shown a heavy emphasis on residential and commercial, as com¬ 
pared with industrial, demand. Residential electric sales (in 
kilowatt hours) comprised only 22 per cent of total electric sales 

" Including the $100 millions of bonds sold in February and May, 1951, the 
debt ratio would be changed to 44 per cent. 



PUBLIC UTILITY S ECU HI TIES 


473 


but produced 34 per cent of electric revenues in 1950. Commercial 
electric revenues are estimated at 36 per cent, leaving only 30 
percent from industrial. Residential gas sales (in cubic feet) com¬ 
prised 75 per cent of total gas sales and contributed 65 per cent 
of gas revenues. Total 1950 revenues were divided as follows: 
electric, 76 per cent; gas, 18 per cent; steam and miscellaneous, 
6 per cent. 

The operating ratio of the group has risen steadily during the 
past decade, reflecting the lag of rates behind operating expenses 
and taxes. For 1950 the figure (including taxes) was high at 86 
per cent. This situation is partially explained, however, by the 
fact that depreciation plus maintenance comprised 19 per cent 
of operating revenues, a conservative figure. Total taxes took 22 
per cent of operating revenues and amounted to $7.26 per share 
or three times the $2.44 net per share earned in that year. 

The company's over-all rate of earnings is modest. For 1950, 
the ratio of gross income before interest (after taxes) to total 
capital structure was only 4 5 per cent, reflecting the rather low 
concept of fair return held by the Public Service Commission. 15 
During the decade of the 1940’s, the rate had ranged from 3.9 
to 4.6 per cent. As a result of the low rate on total invested capital, 
the rate earned on the common stock equity in 1950 was onlv 5.9 
per cent; this rate could be increased bv greater borrowing but 
only at the expense of safety. 

The ratio of fixed charges to operating revenues declined stead¬ 
ily during the post-War period; the 1950 figure was 3.6 per cent. 
This low ratio reflects the relatively modest funded debt and the 
low coupon rates on the company’s mortgage bonds (2?* to 3 per 
cent). In 1950 total fixed charges were earned 3.7 times after 
Federal income taxes. The average coverage for 1945-1949 had 
been 4.1 times. This ratio, together with the preceding material 
pertinent to the company’s debt, suggests that its bonds could 
be classed as high-grade but would fall short of the highest cate¬ 
gory. In 1951 the first mortgage 22fs of 1982 sold to yield 2% per 
cent at the beginning of the year, but fell to yield 3 per cent in 

l % At the end of 1951, the Commission had not yet announced its decision con¬ 
cerning an appeal for electric rate increases. In the meantime, the company had 
been operating under temporary electric rates, following their reduction in January, 


474 PUBLIC UTILITY SECURITIES 

May, reflecting the general stiffening of interest rates during the 

Interest plus preferred dividends was earned 2.25 times in 1950. 
During the period 1945-1949, the coverage averaged two times. 
Although acceptable, such coverage suggests good but not high 
quality for the $5 preferred stock. During the spring of 1951 the 
preferred sold to yield 4.6 to 4.7 per cent. Numerous other utility 
preferred stocks were selling at lower yields at the time. 

As indicated previously, the low over-all rate of earnings leaves 
only a modest return on the common stock. Earnings available 
to common in 1950 were only 7.5 per cent of operating revenues. 
The earnings per share of common stock averaged $1.82 during 
1945-1949, and were $2.44 in 1950. Dividends have been paid 
at the rate of $1.60 per share since 1942; in 1950 the rate was 
raised to $1.70. The stock has ranged from the low of 11% in 1941 
to the high in 1950 of 33%. 
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Scope. The purpose of this chapter is to discuss the investment 
position of the securities issued by the industrial enterprises of 
the nation. The order of discussion is: (1) field of industrials, 
(2) accounting problems, (3) economic and financial character¬ 
istics, (4) nature of the industry, (5) income statements, (6) bal¬ 
ance sheets, (7) analysis of industrial statements, (8) industrial 
bonds, (9) industrial preferred stocks, (10) industrial common 
stocks, (11) sample securities analysis, (12) industrial reorgani¬ 
zations. 

The field of industry. Industrial companies are those that are 
engaged in the production and sale of commodities and services 
under competitive conditions with limited governmental regu¬ 
lation. They comprise the great extractive, manufacturing, and 
distributive agencies of the nation. The extractive industries in¬ 
clude mines, oil, natural gas, timber, and fisheries. 1 The manu¬ 
facturing industries cover all phases of manufacture, from auto¬ 
mobiles and airplanes to textiles and typewriters. The distributive 
industries include merchandising operations of all kinds, whole¬ 
sale, retail, and direct selling by mail. In addition to these three 
main groups, the term ‘industrials” includes construction com¬ 
panies and service concerns, and sometimes is used to include 
air transportation (although regulated) and a host of special 
types. Another approach would be to say that the industrials 
group includes all forms of private industry not formally classified 
as rails, utilities, or financial companies. 

As a group, the industrials provide the economic life of the 
country. Large as the railroad and utility enterprises are, they 
serve subordinate^ as facilitating agencies for the industrial com- 

1 Natural gas companies are discussed in Chapter 25, along with manufactured 
gas companies. 
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panies. The magnitude of the industrial field is indicated by an 
official compilation which shows that more than 15,000,000 people 
were employed bv the manufacturing plants of the United States 
in 1950 and that the total value of the manufactured products 
was approximately $235,000,000,000. 2 

Accounting problems. The problem of investment analysis is 
greatly complicated by the almost complete absence of uniformity 
in industrial operations. Each branch of the field and each com¬ 
pany in the respective branches have peculiar dissimilarities 
which make comparisons difficult and misleading. From the 
standpoint of the analyst, the most important factor of variation 
is in accounting procedure. Although leading companies in a few 
important fields, such as electrical equipment, have agreed upon 
a uniform accounting system for that particular field, in a great 
majority of cases each company adopts a system of its own. Such 
lack of uniformity results in noncomparable reports. Under one 
system, certain expenditures are capitalized as assets whereas 
under another system the same items are charged as operating 
expenses. These variations are particularly marked in the oil- 
producing industry. Furthermore, one system may require the 
deduction of much heavier depreciation charges than another. 
Again, one system considers certain expenses as operating charges 
while another would consider the same items as surplus adjust¬ 
ments. Moreover, one system may permit a more liberal method 
of valuing securities and inventories on hand than that permitted 
by another. Perhaps the greatest variation is found in the valuation 
of intangible assets such as "goodwill.” 

An added difficulty from the accounting standpoint is found 
in the manner in which financial statements are prepared. A grow¬ 
ing number of industrial companies, such as the United States 
Steel Corporation, publish comprehensive statements of assets 
and earnings. In all too many instances, however, the published 
reports are incomplete. Many important companies publish an¬ 
nual reports that give a minimum amount of financial information. 
This unwillingness to publish financial statements in more than 
partial form makes the task of intelligent investment analysis 
virtually impossible in these cases. Investors are then compelled 


*Survey of Current Business (Washington, monthly). 
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to base their decisions almost entirely upon the reputation of the 
company, or. to state it otherwise, upon confidence in the product 
and the management. Fortunately, there is a wholesome trend 
toward more complete and uniform information as a result of 
the general desire of corporations to "open up” their affairs to 
their stockholders and the public induced by regulation such as 
that imposed by the Securities Acts of 1933 and 1934. 

Another factor of importance which might readily be over¬ 
looked in the industrial field is the growing tendency on the part 
of companies to increase the scope of their activities. This is ap¬ 
parent in various forms, such as (1) the manufacture of a more 
diversified list of products. (2) integration of operations begin¬ 
ning with extraction of raw materials and concluding with sale 
to consumers, and (3) the purchase of securities of other com¬ 
panies. It is not generally recognized that agricultural implements 
no longer comprise the major part of the sales of International 
Harvester nor is it common knowledge that this company has 
become one ol the largest makers of motor trucks in the country 
as well as a large producer of steel. It may surprise many persons 
to realize that nearly 40 per cent of the profits of General Motors 
does not come from the sale of motor cars. Eastman Kodak has 
already entered the field of textile manufacturing. Du Pont has 
at least six important operating divisions, in addition to a substan¬ 
tial stock interest in General Motors. General Electric has built 
up an enormous merchandise business in addition to the manu¬ 


facture of industrial apparatus. Thus, many companies with diver¬ 
sified activities are difficult to compare, a situation which demands 
the most careful analysis of all pertinent financial and operating 
data before anv investment conclusions can be made. 


Industrial characteristics. Industrial enterprise has certain char¬ 
acteristics which constitute what might be called a group hazard 
confronting investors who are interested in this field. These may 
be stated somewhat concisely as follows: Economic character¬ 
istics: (1) wide variation in sales and profits in good and poor 
years; (2) competition for the business available; (3) lack of 
special regulation; (4) variety of lines produced or sold; and (5) 
the prime importance of management. Financial characteristics 
(in addition to instability of earnings) include: (1) greater em¬ 
phasis on current assets and working capital; (2) faster turnover 
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of operating assets; (3) special importance of intangibles; (4) 
special hazards of inventory and credit losses; and (5) as a result 
of all these, more conservative methods of financing. 

Because of the wide variations within the whole industrial 
group and the diverse types of business included, it is obvious 
that there is a similar wide variation in the degree to which the 
characteristics just noted are present from company to company. 
Yet the whole group has sufficient homogeneity in these respects 
to warrant some generalizations. 

An appraisal of the influence of each of the “economic" factors 
upon the investment position of the securities of any company 
necessarily requires a searching investigation of the economics of 
the industry quite apart from an analysis of the financial condition 
of the particular company. As the investor is seldom in a position 
to undertake this investigation, he should be cognizant of the in¬ 
herent risks in industrial operations and should fully realize that 
the selection of a good industrial security is one of the most diffi¬ 
cult problems in the investment field. 

Industrial operations are notoriously unstable, being affected 
not only by changing conditions in each industry but also by 
swings in the general business cycle. A variation of from 10 to 20 
per cent in annual revenues is regarded as extreme in railroad 
and utility operations; in contrast, annual sales by industrial com¬ 
panies may move in a much wider range. Such variation in the 
volume of business has a magnified effect upon earnings. As a 
considerable part of operating expenses is fixed and does not vary 
with sales, it follows that the profit margin increases when sales 
are large and declines when sales are low. If the profit margin 
of a company is 10 per cent in an average year, it may run as high 
as 15 per cent in a good year and as low as 5 per cent in a poor 
year, or even be nil. Bondholders should realize that an impres¬ 
sive margin of safety in prosperous times may entirely disappear 
in times of depression. Stockholders especially should be as well 
prepared for deficits in poor years as for surpluses in good years. 
Industrial earnings in prosperous years can be extremely mis¬ 
leading. , 

Some indication of the variation in industrial earnings is found 
in the following 1935-1950 data on leading manufacturing corpo¬ 
rations showing the results of operations on the stockholders book 
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investment and net income after taxes. While the dollar figures 
are not strictly comparable because of the variation in the num¬ 
ber of companies, the annual profit margins indicate the general 
pattern and trends. And it should be noted that, in such group 
data, the extremes—high or low—experienced by the best and 
poorest companies and industries in the group are not revealed. 


NET EARNINGS OF LEADING MANUFACTURING COMPANIES 

(S figures in millions) 


Year No. of Net Net Assets 2 Return Sales % Margin 



Cos. 

Income 

Jan. 1 

on Assets 

on Sales 

1935.. 

.1,193 

SI.322 

$19,820 

6.7 

$23,607 

5.6 

1936.. 

.1.279 

2,007 

19.251 

10.4 

26,408 

7.6 

1937.. 

.1.410 

2,481 

23.067 

10.8 

33.527 

7.4 

1938.. 

.1,410 

1.139 

23.876 

4.8 

28.475 

4.0 

1939.. 

. 1.440 

1,938 

22.916 

8.5 

29.815 

6.5 

1940.. 

.1,495 

2.628 

25.598 

10.3 

35.040 

7.5 

1941.. 

.1.420 

3.216 

25.870 

12.4 

49.476 

6.5 

1942.. 

.1.336 

2.522 

24.906 

10.1 

58.651 

4.3 

1943. . 

.1.321 

2,496 

25.187 

9.9 

69,333 

3.6 

1944.. 

.1.327 

2.890 

29,557 

9.8 

87.576 

3.3 

1945.. 

.1.406 

2,723 

29.907 

9.1 

69.821 

3.9 

1946.. 

.1.511 

4.0?) 1 

33.674 

12.1 

68.183 

6.0 

1947.. 

.1.571 

6,317 

37.062 

17.0 

88.972 

7.1 

1948.. 

.1.680 

8,063 

•12.607 

18.9 

107,507 

7.5 

1949.. 

.1,710 

6.998 

50.656 

13.8 

103.222 

6.8 

1950.. 

.1,693 

9.288 

54.403 

15.6 

120.000(cst. 

1 7.7(est.) 


Source: National City Hank of New York, Monthly Utter. April. 1950. and April. 1951. 


Any general statement concerning the variations in sales and 
profits must be qualified by recognition of the fact that some 
groups—notably those supplying low-priced consumer necessities 
-have fared much better than the average in periods of depres¬ 
sion, while others—notably the capital goods industries—have 
fared much worse. Certain industrial groups have shown stability 
equal to that enjoyed bv the utilities. 

The industrial field is characterized by a high degree of com¬ 
petition in a wide number of forms influencing product prices, 
volume of business, and operating costs. It is true that competition 
within industries is often limited by integration, control of raw 
materials, patents, trade-marks, brand names, and other legal 
protective devices, and by tariffs and other measures. Yet actual 
or at least potential competition always stands as a threat to the 
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sales and earnings of industrial enterprises. It is axiomatic that 
marginal or high-cost companies earn- a large element of risk for 
the investor under a system of intensely competitive conditions. 

Industrials are not subject to the special regulation that is im¬ 
posed on public service companies with respect to prices on rates, 
service, financing, and other activities, except during periods of 
national emergency. The absence of such thorough regulation 
permits a high rate of earnings under conditions of brisk business, 
but the protection that regulation affords railroads and utilities is 
also missing. This is one of the many factors that contribute to the 
general instability of industrial sales and rates of profit. 

In the industrials group, the production of a very wide variety 
of goods and services, combined with sales at changing prices, 
makes for a lack of uniformity in methods of operation and ac¬ 
counting. It thus becomes extremely difficult to make relative 
comparisons of operating performance, except in those cases where 
almost identical products are being made. Even the statements 
of two steel corporations may reflect the difference in output be¬ 
tween heavy and light or specialty steels. This problem is further 
aggravated when the same corporation, or a parent and its sub¬ 
sidiaries, is engaged in a number of different lines of business. The 
basic tests of financial condition and earning power are about the 
only practical approach in the analysis of companies in such cases. 

All of the above factors combine to make the management fac¬ 
tor of unusual importance in industrial analysis. Unlike the public 
utility companies, where management is largely a question of 
personnel, management in the industrial field is more a matter of 
policy. These policies are evolved out of the experience of the 
company and usually reflect the principles of the founders, applied 
with sufficient flexibility to meet changing conditions. Efficiency 
of management is shown in a variety of ways, such as quality of 
the product, production methods, marketing policies, and credit 
reputation, but the outstanding test is the rate and stability of 
earning power. Good management finds its best reflection in satis¬ 
factory financial statements. 

In addition to their 'economic" characteristics, industrials as a 
group display certain common financial traits that also set them 
apart from railroads and utilities, although here again the reader 
must be cautioned not to expect any marked degree of uniformity. 
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In general, current assets, and short-term sources of funds as 
represented by current liabilities, play a much more important 
role in the industrial balance sheet than in that of the public 
service venture. Merchandising concerns, and even some manu¬ 
facturers, will show as high as 90 per cent of assets in current 
form; heavy goods manufacturers and mining companies may 
show a predominance of fixed assets, but not to the same extent 
as the typical utility or railroad. This condition arises from the 
large investment in inventories and receivables that characterizes 
the industrial corporation and from its greater need of a substan¬ 
tial cash balance. I bis emphasis on current assets in part explains 
why many industrial companies rely more heavily on bank loans, 
trade credit, and other current sources of funds, whereas the rail¬ 
road or utility is chiefly financed by long-term debt and net worth. 

Another financial feature of industrials is their generally more 
rapid turnover of investment, as indicated by the relation of sales 
to operating assets. A public utility may have from $3 to $5 in¬ 
vested for every dollar of sales; a manufacturing company, how¬ 
ever, may turn its investment once a year, and a merchant as 
many as 10 times a year. 

A special feature of industrials is the frequent importance of 
so-called intangible assets, such as patents, brand names, and 
other elements of goodwill." The monopolistic utility may show 
a small intangible investment in its franchise, but the competitive 
industrial often has a major investment in intangibles represented 
by years of expenditures on research, trade position, and the like. 
In fact, the common stocks of many industrials are supported pri¬ 
marily bv such intangible values. The practice of carrying valu¬ 
able intangible assets on the balance-sheet at a conservative figure 
-often as low as Sl-produces an artificially low book value for 
the common stock, but recognizes the fleeting value of this type 
of property, which depends, in the last analysis, on the earning 
power of the enterprise. 

The industrial company, with its large investment in inventories 
and receivables, is subject to the special risk of loss through de¬ 
terioration in value of these assets as a result of declining prices 
and depressed business conditions. These risks may be anticipated 
by conservative methods of valuation and adequate reserves. 

The special risks to which industrial companies are exposed 
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make necessary a conservative capital structure in which senior 
securities play a much less important role than in the utility and 
explain why fully half of the major industrials have no bonds or 
preferred stock outstanding. While such a policy overlooks the 
possible advantages of leverage, it serves to produce much greater 
stability in net income and results in more regularity of dividend 
payments. 

The preceding description of financial features is illustrated 
on p. 483 by reference to 1950 figures of representative groups of 
industrial corporations as compared with those of electric and 
telephone utilities. 

Nature of the industry. The first step in the choice of an indus¬ 
trial security is the careful consideration of the nature and risks 
of the industry represented in each company in question. Whether 
the company stands at a relative advantage within its group is 
determined by the later comparison of its statements with industry 
data (if available) or with figures for other individual concerns. 
Among the more important factors to be considered concerning 
the industry are: (1) degree of cyclical variation in sales and 
earnings; (2) stage in the life cycle; (3) degree of competition in 
the industry and between the industry and its rivals; (4) labor 
relations and wage policy; (5) prices and inventory value; (6) 
tariff and other political influences; and (7) importance of mana¬ 
gerial skills. 

Products or services which represent necessities rather than 
luxuries usually suffer much less in years of depression, especially 
if they are consumers’ goods of the non-durable variety and sold 
at relatively low prices. The companies making and selling such 
products or services do not show the spectacular record during 
business prosperity that is possible for those selling the more 
durable consumers’ and producers’ goods, but they are likely 
(provided they retain their place in competition) to pay more 
regular dividends. Except in special circumstances, stocks of such 
companies have little appeal for price-appreciation possibilities. 
Examples are found in the grocery and variety chains, packaged 
food, shoes, and tobacco. 

Industries pass through life-cycle stages from infancy to senility, 
although wars have a way of giving some of the older groups (like 
steam railroads and coal) a new lease on life. Other things being 
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equal, the investor should be satisfied that the long-term trend of 
the industry is upward; but he should note that (as in the case of 
air transport companies) rapid growth alone does not necessarily 
produce high earnings, and that a long period of maturity, after 
the stage of early growth has been passed, may bring its reward in 
terms of stability, as in the case of the tobacco companies. Ex¬ 
amples of growth industries are found in the chemicals, television, 
oil, ethical drugs, ravon, and containers industries, to name only 
a few. An exact definition of a “growth industry” or a “growth 
company” is difficult, but leading characteristics to be noted are: 

(1) successive peaks in sales and earnings each higher than the 
preceding peak; (2) substantial sums spent on research and lead¬ 
ership in the development of new lines and products; (3) expan¬ 
sion of profits faster than that of the rate of population and, 
possibly, the movement of the general price level. It should be 
noted that some growth industries are highly vulnerable to the 
business cycle (television may turn out to be one of these). Their 
secular or long-run expansion makes them interesting for invest¬ 
ment, but not necessarily stable. 

It was mentioned previously that industrial companies are char¬ 
acterized as a group by a high degree of competition. However, 
there is a wide variation in the extent to which different types of 
industrials are really subject to competition from within or with¬ 
out, and in the degree to which the competition is of the cut-throat 
variety or may be classed as healthy. Competition is, of course, 
important in respect to its effect on the rate and stability of earn¬ 
ing power. Healthy competition, as seen in the automobile indus¬ 
try, may actually tend to stabilize earning power. Extreme 
competition, as in the meat-packing group, may so reduce the 
margin of profit as to prevent any member from producing a 
satisfactory return, or may eliminate earnings entirely for many 
firms. Efforts to limit or minimize competition, and so produce an 
advantage at least within the group, are found in the use of valu¬ 
able patents and processes, brand names, favorable channels of 
distribution, progressive research, successful advertising, control 
or ownership of raw material sources, and tariff protection. It 
should be recognized, however, that the more successful a par¬ 
ticular company or group of companies becomes in dominating 
the field by any of these methods, the more exposed it becomes to 
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government anti trust action, as is illustrated by recent develop¬ 
ments in motion pictures (divorce of production and distribution 
through exclusive dealer contracts) and aluminum (compulsory 
separation of stock ownership interests in the major American 
and Canadian companies). 

Labor relations and wage policy have become increasingly im¬ 
portant in recent years, with the growing ability of organized 
labor to introduce a pressure on costs and profits, especially in 
such industries as steel and automobiles, where wages constitute 
a large proportion of the cost of the product. The investor should 
be satisfied that labor relations are amicable and that the industry 
has a good strike record. 

It was noted earlier that, as a class, industrial concerns are char¬ 


acterized by a relatively large investment in inventories. The data 
previously presented indicate that inventories as a per cent of 
total assets and of current assets vary in importance from one 
industrial sub-group to another. The greater the investment in 
inventory, the greater is the special risk from sudden declines in 
price, and the greater the "artificial profit achieved as a result of 
price increases. Efforts to eliminate inventor) risks arc found in 
the hedging operations of concerns such as milling companies 
which carry inventory for which there is a constant market at 
published prices. Other concerns minimize the effects of fluctua¬ 
tions in the value of both raw materials and finished goods bv 
using the "last-in-first-out" method of inventory accounting in 
calculating cost of goods sold. Others set up special reserves 
against inventory fluctuations. A rapid turnover is, of course, the 
best protection of all. 


Some industries derive special protection from foreign competi¬ 
tion by tariffs, conspicuous examples being found in non-ferrous 
metals and wool. Such protection is not a dependable assurance of 
profits in a world that may become increasingly free-trade minded 
The automobile industry provides an example of a stronger situa¬ 
tion, namely, such a level of large-scale production as to compete 
successfully with foreign producers. The same ability to achieve 


the economies of mass production permits this industry to com¬ 
pete abroad with producers having low wage scales. 

A host of special political” factors are faced during periods of 
national emergency, for example, excess profits taxes, price con- 
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trols, materials allocation, and the like. Such factors affect the 
short-run outlook for an industry but (it is hoped) do not disturb 
its long-run earning power. 

The inherent risks and changing conditions in industry place a 
premium on good management. The investor should make an 
effort to test the proficiency of management in the industry, and 
more particularly in the individual companies in which he is in¬ 
terested. While good management is important to the success of 
every business, the greater the special hazards to which it is sub¬ 
jected, the greater the emphasis that should be placed on analysis 
of management in the investment appraisal. 

One of the best methods of testing for management competency 
is to compare the relative status of the company in its field— 
whether it is improving its trade position or share of the available 
market over a period of years. Management is often rightly sus¬ 
pect in companies that retrogress in the industry. In any case, the 
selection of industrial securities requires especially careful analy¬ 
sis of financial statements, both as to net profit results and as to 
specific factors over which the management may have consider¬ 
able control, such as selling expense, administrative overhead, 
maintenance, working capital and dividend policy, and financing 
methods. 

Income statements. The income statements of many industrial 
companies fail to provide the information essential for investment 
analysis. While some companies issue detailed analyses of earn¬ 
ings and properties, as is well illustrated in the informative re¬ 
ports prepared by United States Steel, Monsanto Chemical, and 
Diamond Match, other companies publish extremely meager re¬ 
ports. An income statement that omits sales figures or other vital 
details of operations prior to the item of net profits scarcely de¬ 
serves its title. The factor most significant to the investor is how 
the earnings have been derived, not how they have been dis¬ 
tributed. The following discussion is based upon the assumption 
that the stated information is available, but the investor must be 
prepared for considerable variety in this respect. 

Net sales represents the revenue received from the aggregate 
invoices of the company. The almost universal practice is to show 
only one figure and not to disclose departmental results. The 
amount shown should be compared with sales in previous years 
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for a study of the growth of the company. Variations from year 
to year are less important than the trend over a series of years. 


INDUSTRIAL COMPANY INCOME STATEMENT 


Statement of Profit und Loss 

% of Sales 

Net Sales (Cross sales less returns, discounts, and 


allowances . 

$1.50,000.000 

100.0? 

Cost of goods sold . 

$ 120.000.000 

80.0? 

Depreciation . . 

2,500.000 

1.7 

Taxes other than on income . . .... 

500,000 

.3 

Selling, general, and administrative expense. 

14.500.000 

9.7 

Net operating profit. 

$ 12,500.000 

8.3? 

Other income. 

1,500,000 

1.0 

Cross income. 

$ 14.000.000 

9.3? 

Deductions from income: 

Interest on funded debt. 

1.800,000 

1.2 

Other deductions . 

200.000 

.1 

Net income Before income taxes. 

$ 12.000.000 

8.0? 

Provision for Federal income taxes. 

5.000,000 1 

3.3 

Net income (or net profit) . 

$ 7.000.000 

4.7? 


Statement of Surplus 


Balance, end of previous year. $25,000,000 

Net income for year. 7,0 00.000 

$32,000,000 

Cash dividends paid: 

Preferred stink. $3.25 per share . 800.000 

Common stink. $4.00 per share . .... 2.000.000 

Balance, end of year. $29,200,000 


Cost of goods sold. For merchandising concerns, the cost of 
goods sold is found by adding purchases to the beginning in¬ 
ventory and deducting the inventory at the end of the period. For 
manufacturing concerns, there is a good deal of variation in the 
components included in the cost of goods sold. In addition to 
direct labor, materials, and manufacturing expenses, some com¬ 
panies follow the undesirable practice of including taxes, rentals, 
and depreciation, instead of showing such items as separate ex¬ 
penses. Inventories are ordinarily valued at cost, figured by aver¬ 
age cost, first-in first-out, last-in first-out, or some other recognized 
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method. The use of the latter "Lifo” method has the result of 
minimizing the effect of price changes on profits. 

On some statements, the deduction of the cost of goods sold 
from net sales is shown as "Gross profit on sales” or “Gross profit 
from operations. When related to sales, it is also referred to as 
the gross operating margin.” This is a particularly useful ratio 
for the analyst, as it enables him to compare the actual cost of 
purchase or production of one company with that of other con¬ 
cerns or with the performance of a similar group serving as a 
standard. 

Depreciation, either shown separately or included in the cost 
of goods sold or elsewhere, is a very important item. Where not 
separately itemized, it is often shown as a footnote to the income 
statement. This expense, representing the estimated wear and 
tear of physical property during the period, is one over which 
management has considerable discretion. Its over- or under-state¬ 
ment can substantially affect the end-profit results. Other expenses 
of a “non-cash ’ variety that are subject to a wide range of discre¬ 
tion are depletion (allowance for actual loss of assets, as in mining 
and oil companies) and provision for bad debts and doubtful 
accounts. 

Taxes other than on income is self-explanatory. Such costs now 
are of minor importance as compared with Federal and state in¬ 
come levies, insofar as most industrials are concerned. 

Selling, general, and administrative expenses are sometimes 
itemized, but more frequently are lumped together in one sum. 
Their importance varies considerably among various types of 
industrial concerns. They include sales commissions and salaries, 
selling expenses such as advertising, officers’ salaries, and many 
miscellaneous items that constitute the ‘‘overhead" of the business. 

Net operating profit is the sum available before interest and 
other financial expense, income taxes, and any extraordinary debits 
or credits. It is the measure of the skill and success of the manage¬ 
ment in operating the business as such and, applied to the invest¬ 
ment in operating assets, shows the rate of return on the assets 
devoted to the business proper. The ratio of net operating profit 
to net sales, or “profit margin,” is the reciprocal of the operating 
ratio. An operating ratio of 91.7 per cent (as in the statement 
illustrated) produces a net operating profit margin of 8.3 per cent. 
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This is a highly useful tool in making comparative analyses of 
industrial companies. 

Other income (or income credits) represents earnings derived 
outside of the regular operations of the business, such as rentals, 
royalties, interest, and dividends (from affiliates and investments). 
This is at times a very substantial figure. There appears to be a 
growing practice to add such "non-operating” income to net sales 
at the top of the income statement, to produce a total figure of 
rev enues from all sources. Such a practice overstates the operating 
ratio and makes difficult the comparison of statements of different 
concerns. 

The total of net operating profit and other income is found in 
the figure of gross or total income. This figure is then reduced by 
deductions from income , or income charges, chiefly interest on 
funded and unfunded debt, amortization of bond discount and 
expense, and a variety of miscellaneous items such as extraordi¬ 
nary losses and non-recurring charges (which should be explained 
in detail, or preferably charged against surplus). The result is net 
income before income taxes. 

The relation of gross income to regularly recurring income de¬ 
ductions indicates the coverage of "fixed charges,” although, as 
stated elsewhere, it is more conservative to calculate this coverage 
after deduction of income taxes. 

Provision for federal (and state) income taxes is the amount 
estimated for the purpose of reporting to stockholders. This figure 
may be at some variance with the sum actually paid, not only 
because of charge-backs and carry-overs, but because the net 
income on which the tax levy is calculated according to the regu¬ 
lations of government may differ from that reported to owners 
as having been earned. During periods of high income and excess 
profits rates, the tax total looms very large on the statements of 
prosperous concerns. 

Xet income (or net profit) is the amount earned for the stock¬ 
holders of the corporation and is thus the final measure of earnings 
success or failure. This is the goal to which all the efforts of man¬ 
agement are devoted. Unfortunately, the figure is never accurate. 

I his is so because the actual gain or loss of a business over a period 
can be determined precisely only when the business is liquidated. 

I'or a going concern, the reported net income is the result not 
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only of actual receipts and payments but of a variety of estimates. 
Yet some investors place reliance on the last dollars and cents of 
such a figure and make their commitments accordingly! 

The surplus section shows the beginning surplus (in many 
cases, both capital and earned), profits for the year, and the 
deductions—chiefly dividends and any special charges run through 
the surplus account, such as special reserves and non-recurring 
losses or gains. The final surplus figure at the end of the period 
coincides with that found on the balance sheet as of the end of 
the period. 


INDUSTRIAL BALANCE SHEET 


Assets 


Current assets: 

Cash. 

Receivables (net). 

Inventories. 

Marketable securities .. 
Total current assets .. 

Investments . 

Receivables (non-current) 

Property: 

Land. 

Buildings . 

Equipment 

Less: res. . 


$15,000,000 

28.000.000 

27.000.000 

1 . 000.000 


$71,000,000 

5.000.000 

500.000 


S 1,000,000 
13.000.000 
15.000,000 
$29,000,000 
7,000,000 


Prepaid expenses. 

Deferred charges. 

Intangible assets (net) 
Other assets. 


$ 22 , 000,000 

500,000 

700,000 

100,000 

200,000 


Liabilities 


Current liabilities: 

Accounts and notes pay¬ 
able-trade . $ 9,500,000 


Notes payable—bank 
Accrued salaries and 


700,000 


wages . 1,200,000 

Accrued interest. 250,000 

Reserve for income taxes 5,000,000 

Accrued other taxes_ 1,250,000 

Dividends payable. 2,000,000 

Long-term debt due 

within a year. 100,000 

Total current liabili¬ 
ties . $ 20 , 000,000 

Deferred income. $ 200,000 

Long-term debt: 

Mortgage bonds .... 

Term loan. 


Reserves 

Capital stock: 
Preferred .. 
Common .. 


Surplus: 

Capital 

Earned 


$15,000,000 

4.000.000 


$ 20 , 000,000 

900,000 

$ 2 , 000,000 


$19,000,000 


$ 3,000,000 
34.900,000 


$37,900,000 

Total.$100,000,000 Total .$100,000,000 


Balance Sheets. The balance sheet shows the total assets or re¬ 
sources of the company on the date Indicated, carried at values 
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that reflect the methods of accounting used. The total “book 
value” of the assets will not coincide with their liquidating value, 
cost of reproduction, or sales value as a going concern. Offsetting 
the assets are the sources from which the resources have been 
derived, in two main categories—liabilities or debts, and the net 
worth section showing the owners' investment. Industrial balance 
sheets ordinarily show much more detail than do industrial in¬ 
come statements. 

Current assets consist of those items that arc generally realiz¬ 
able within one year, chiefly cash, receivables, or balances owed 
by customers, inventories, and marketable securities held as a 
temporary investment of idle cash. 

Cash includes the funds on hand and on deposit in banks that 
are available for general corporate use. Special funds for particu¬ 
lar purposes are not included among the current assets. 

Receivables include trade notes and accounts receivable, less an 
estimated “reserve” for bad debts or doubtful accounts that is 
based on collection experience. Other receivables, as from officers, 
directors, and affiliates, may be included among the current assets 
if they are to be realized within a year. The more conservative 
practice, however, is to show these as miscellaneous assets. 

Inventories represent the value of merchandise on hand. In 
manufacturing companies, the item is classified under finished 
goods, work in process, and raw materials. Supplies are sometimes 
included. In merchandising concerns, the inventories consist of 
goods for resale. 

The basis of valuation of inventories is very important. The 
most widely used method is cost or market , whichever is lower. 
Sometimes special provision is made (in a liability account) for 
possible decline in inventory value. Since inventories bulk very 
large on industrial statements, the analyst must be confident that 
their balance sheet valuation meets reasonable standards, as re¬ 
vealed by tests that will be explained later in this chapter. 

Marketable securities. These are temporary investments that 
are held pending the need of more cash for operations. The pre¬ 
ferred method of valuation is the lower of cost or market value. 
Some industrial companies have very large holdings of such se¬ 
curities. Where large sums are being held for specific purchases 
or investments at a later date, such amounts are ordinarily not 
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classified as current assets. A frequent practice also is to carry 
United States tax anticipation notes as current assets, although 
these are sometimes deducted from the estimated tax liability 
on the opposite side of the balance sheet. 

Investments include holdings of securities that are not readily 
marketable and investments in subsidiaries and affiliates. The 
item may bulk very large if the company is a parent or has sub¬ 
stantial control of other corporations, as in the case of du Pont’s 
enormous holdings in General Motors. It is important that the 
basis of valuation (ordinarily cost) be clearly indicated. A clue 
to the real value of investments is found in the amount reported 
as "Other income” on the income statement. 

The property account. The property account, often designated 
as fixed assets, includes land, buildings, and equipment, with 
occasionally an additional item of improvements to leased prop¬ 
erty. The customary method of valuation is cost less (except in 
the case of land) the accumulated reserve for depreciation (and 
sometimes depletion). The book value of such assets may be far 
removed, above or below, from their real value to the business. 
Reserves may be inadequate or overstated, and periodic reap¬ 
praisals may distort the comparability of successive balance sheet 
figures. 

It should he recognized that the reserve for “accumulated” de¬ 
preciation is designed to show the total amount by which the 
original cost of the fixed assets has been reduced by annual 
charges to depreciation expense. The amount of this reserve may 
be quite different from the actual sum that would be necessary to 
replace the assets when that becomes necessary. 

Depletion is an allowance, similar to depreciation, to provide 
for the exhaustion of natural resources, as in mining, oil, and 
natural gas companies. 

The term “amortization” frequently found on modern industrial 
statements usually represents the rapid write-off of property ac¬ 
quired or constructed for emergency or war purposes. 

Prepaid expenses and deferred charges reflect amounts paid 
out in advance for such items as insurance, rent, and debt dis¬ 
count and expense, where the balance is to be realized in the 
future. These are of varying importance and are often lumped 
together along with other miscellaneous assets. 
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Intangible assets include such items as patents, trade-marks, 
copyrights, franchises, and “goodwill.” These are carried at purely 
arbitrary values, not infrequently at some nominal sum such as $1, 
even though they may he very valuable. However, conservatism 
is to he desired in valuing such items for balance sheet purposes, 
as they would obviously depreciate greatly in case of liquidation 
due to failure, and would be worth very little in the case of pro¬ 
longed deficits. 

Other assets is a catch-all account which includes all items not 
important enough for separate itemizing. The amount is rarely of 
any relative importance. 

Current liabilities are short-term obligations due within one 
year. Deducting their total from the total current assets produces 
the figure of (net) "working capital.” The analyst must be satis¬ 
fied that all items that are really “current" are placed in this cate¬ 
gory. The items shown in the illustrative balance sheet are self- 
explanatory; others that are sometimes found in this category are 
deposits made with the company (say, to bind a purchase, or on 
containers or equipment) and advance payments made by cus¬ 
tomers. 

The ratio of current assets to current liabilities is the familiar 
current or working capital ratio that is so widely used in statement 
analysis. This test will Ik* discussed later. 

Deferred income is the proportion of income which has been 
credited on the books as received but which has not been earned 
at the date of the balance sheet, for example, prepayments for 
magazine subscriptions and finance charges. 

Long-term debt includes all money obligations due in more 
than 12 months. It consists chiefly of corporate bonds, the install¬ 
ments on term loans from banks and insurance companies, and 
occasionally of individual long-term mortgages. The better indus¬ 
trial statements will indicate the maturity of each major item of 
long-term liabilities. Any portion of a bond issue or a term loan 
that is due within a year should, of course, be "moved up” into 
the current liability section of the statement. 

Reserves. Unfortunately the term "reserve" is used in corporate 
balance sheets to signify a variety of items: (1) “Valuation” re¬ 
serves are deductions from asset values to indicate the amount by 
which these have been written down. As we have seen, on indus- 
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trial balance sheets these would include chiefly reserves for de¬ 
preciation and for bad debts; an additional illustration is found 
in the case of an inventory reserve that reflects a decline in in¬ 
ventory value that has already taken place. Such reserves are 
properly called offsetting reserves. (2) Liability reserves reflect 
estimated claims, similar to accruals, such as for income taxes. 
Where due within a year, they are included among the current 
liabilities. (3) Surplus” or net worth reserves are actually part 
of the surplus account and represent part of the owners’ equity. 
Conservative statements may show such reserves, for example. 
Reserves for Contingencies,'Reserve for Working Capital, and 
Reserve for Improvements, between the actual liabilities and the 
net worth section. But if they represent neither a deduction from 
any asset nor a debt, they are clearly appropriations of surplus 
and should be so treated, where their nature is known. Unfortu¬ 
nately, the character of reserves is not always revealed. They may 
reflect future losses or charges that are very likely to occur, or 
they may represent simply a conservative earmarking of surplus to 
reduce the total that appears to be available for dividends. 

During recent years there has been an increasing use of reserves 
for inventory losses. Where these reflect losses that may occur in 
the future, they constitute simply a special type of contingency 
reserve and are part of the net worth. 

The net worth section of the balance sheet contains the capital 
stock and surplus accounts and reserves of the surplus variety, 
unless these have been segregated elsewhere. 

Preferred stock represents the value at which this class of stock 
is carried on the balance sheet—at par value or, in the case of 
no-par preferred, at a stated value that may be quite arbitrary. 
The better practice is to indicate the number of shares authorized, 
the number outstanding, and the preferences over the common 
in involuntary liquidation, together with the annual dividend rate. 

Common stock represents the value at which this class of stock 
is carried on the balance sheet. As in the case of preferred stock, 
an arbitrary value is employed for no-par issues. The number of 
shares outstanding, with par or any stated value, should be indi¬ 
cated. Some companies that have no-par stock have adopted the 
practice of combining the stock and surplus accounts on the bal¬ 
ance sheet. 
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Surplus is of two main kinds, earned and capital. Earned surplus 
represents the reinvested or retained profits of the business; in 
fact, this terminolog)' is often used on modem statements. The 
size of this account theoretically represents the maximum that 
could be distributed in dividends. In actual fact, the surplus is 
not represented on the opposite side of the balance sheet bv actual 
cash or any other particular asset. 

Capital surplus is derived from all other sources, as from 
amounts paid in by stockholders in excess of par or stated value, 
Irom write-up of assets, from donations, or from reduction of par 
or stated value by formal action of the stockholders. It is not ordi- 
narilv available for dividends. 

It is clear that the total surplus account simply represents the 
difference between the total assets at their balance sheet value, 
and the total liabilities plus capital stock. A large surplus is to be 
desired as a cushion or buffer to take up any shrinkage in asset 
values. But it is no guarantee of dividends, especially of cash 
dividends. The existence of a surplus of half a billion dollars did 
not assure dividends to United States Steel stockholders in 1932. 

Where a company has reacquired by purchase or donation a 
part of its capital stock, such stock is indicated as “treasury stock" 
and is ordinarily deducted from total net yvorth at its cost to the 
company. 

Analysis of industrial statements. Short-term creditors, such as 
banks and trade suppliers, long-term investors in bonds and 
stocks, and corporate management are all interested in the finan¬ 
cial health and earnings of the company, but each group empha¬ 
sizes different aspects of analysis. The current creditors are 
primarily concerned yvith liquidity, or the ability of the firm to 
meet its current obligations promptly. The long-term investors are 
also interested in yvorking capital position, but place even more 
emphasis on solvency and earning power. Management is inter¬ 
ested in all aspects of the company’s performance, but results as 
measured by operating ratios receive primary emphasis. In the 
following discussion of industrial statement analysis, the investor’s 
point of vieyv will be kept in mind. 

Statement analysis is not solely a matter of calculating and 
comparing ratios, although these are useful tools provided that 
their limitations are kept in mind. A ratio may have considerable 
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value in its own right, but it is likely to be most revealing (1) 
where it is compared with similar ratios of other companies in the 
same industry, and (2) where it is computed for a period of years 
to reveal the trend. ’ 

Ratios of working capital position or liquidity. The time-hon¬ 
ored test of current position is the current or working capital ratio 
of current assets to current liabilities. While a relationship of 2:1 
is often offered as a standard, it should be recognized that there 
is no ideal ratio applicable to all industries. A 2:1 ratio simply 
indicates that the current assets could shrink 50 per cent in value 
before the current creditors would be in jeopardy. 4 Some indus¬ 
tries require a much higher degree of protection. Furthermore, 
the adequacy of this ratio depends on the composition of the 
current assets and the liquidity of those other than cash. 

A company may show a favorable current ratio but be in a 
hazardous position because assets other than cash either form a 
large proportion of current assets or are not liquid. It becomes 
necessary, then, to examine the quality of these other current 
assets. The collection ratio is a crude test of the quality of the 
receivables. It is found by dividing annual credit sales (when such 
information is available) by 360 to obtain credit sales per day; 
this figure is divided into the receivables on the books (less re¬ 
serve for bad debts) to give the collection period or number of 
day’s sales uncollected. If terms of 30 days are allowed customers, 
the ratio should be at least 30/ 

The liquidity of the remaining important current assets is 
roughly measured by calculating the inventory turnover: cost of 
goods sold divided by inventory at cost. This figure will obviously 
vary greatly among different industries. Its trend is perhaps more 
important than its absolute amount. Another test of inventory is 
its relationship to net working capital. The higher this ratio, the 


3 A convenient table of average ratios for a variety of Statement 

ing. and retailing croups is found in R A. Foulkc. Prac/icfl * 

Analysis (New Yorlc: McCraw-Hdl Book ^^'^ts^Lrics by 
* The acid test ratio, computed by diuding current asst ‘ s , , ... t 

are allowed. 
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greater the dependence on the inventory for solvency and the 
greater the risk from a sudden decline in its value. 

Tests of fixed assets and capital structure. Turning from tests of 
liquidity or current condition, the investor in securities is even 
more interested in the long-term financial health of the business 
as represented by the support offered bv fixed assets and the 
character of the capital structure. Total liabilities to tangible net 
worth reveals the relative burden of debt, both fixed and current, 
to the owners’ equity in the business—exclusive of intangible 
assets which are subject to uncertain valuation and rapid shrink¬ 
age. Rarely, if ever, should the ratio exceed 100 per cent, to avoid 
the possibility of the creditors’ stake being larger than that of the 
owners, with attendant heavy maturities and interest charges. 
Vers similar to this test is the ratio of net worth to total assets. 

The relationship of net fixed assets to ( tangible) net worth 
measures the degree to which the owners’ investment is "tied up” 
in a permanent form. I h aw fixed assets require large depreciation 
allowances and possibly large interest charges on borrowed 
money; in addition, funds are not available in liquid form to take 
advantage of cash discounts and other current needs. A maximum 
of 75 per cent is suggested for most manufacturing companies, 
and the ratio would, of course, be considerably less for merchan¬ 
dising concerns. 


The capital structure proportions—ratios of bonds, preferred 
stock, and common stock plus surplus to total capital structure— 
vary greatly in the industrial field. Many companies have no 
senior securities outstanding and relv solely on common stock and 
reinvested earnings. Others trade heavily on the equity and incur 
heavy interest charges and large preferred dividend requirements. 
Generally speaking, the investor will favor those industrial con¬ 
cerns that have a modest amount of bonds and preferred stock 
outstanding in relation to net worth. In virtually no case would 
the 40-50 per cent debt ratios of railroads and utilities be accept¬ 
able in the industrial field. Where funded debt and preferred 
stock each exceeds one-third of capital structure, unusual stability 
of earnings and of asset values would be required if these securi¬ 
ties were to enjux a respectable investment status. 

A supplementary test ol the quality of industrial bonds and 
prehared stocks is to use the average market value of the total 
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common stock of the company in lieu of stated common stock and 
surplus on the balance sheet. This test indicates the market’s 
valuation of the common equity as a cushion for senior capital, 
and is often a more realistic basis of comparison in the case of 
companies whose earnings bear only small relation to balance 
sheet figures of fixed or current assets. Examples can be found in 
chemicals, drugs, and many other growth industries where the 
book value of the common is typically very low in relation to its 
average market price. 

More specific asset tests of the burden of funded debt are found 
in the ratio of such debt to net (depreciated) fixed assets and to 
net working capital. The long-term debt of the company should 
be adequately supported by plant and equipment; a maximum 
ratio of debt to net plant of 50 per cent is suggested for manu¬ 
facturing concerns; merchandising companies with smaller fixed 
assets may show a higher proportion, but the debt must be sup¬ 
ported by a greater amount of working capital. The long-term 
debt should also be supported by liquid assets to ensure con¬ 
tinuation of interest payments; debt in excess of (net) working 
capital is not to be recommended. 

The asset support behind the preferred stock outstanding is 
measured by the ratio of preferred stock to tangible net worth, 
which should not exceed 50 per cent. Another way of expressing 
the same concept is to compute the “book value” of the preferred 
on a per-share basis. If this is $400, then each share of preferred 
is protected by net assets (after all liabilities) considerably in 
excess of its preference in liquidation over the common stock. 

The “book value of the common stock is found by subtracting 
from total assets (or, preferably, from total tangible assets) all 
liabilities and the liquidating preferences of the preferred stock, 
including any accumulated preferred dividends. The remaining 
amount is the net tangible assets applicable to the common stock, 
which, divided by the number of shares of common stock out¬ 
standing, gives the book value per share. While not nearly so im¬ 
portant as earnings per share, the figure suggests the investment 
in tangible properties that may, under proper conditions, produce 
a reasonable return on the common stock. It should be noted that 
common stocks may sell at several times book value, either be¬ 
cause the assets are carried at very conservative figures or because 
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of unusual earnings; they may sell at a fraction of hook value be¬ 
cause the opposites of these conditions prevail and because the 
company is not intending to liquidate. Indeed, some common 
stocks even sell at a price below the per-share equivalent of cur¬ 
rent assets less all liabilities. Here the investor is paying nothing 
for any fixed assets owned by the company; but these have little 
investment value as long as the company, as a going concern, is 
not producing a satisfactory earnings record. 

Tests of operations or performance." The effectiveness of the 
management of a company is revealed by calculating the ratio 
of various income and expense items to net sales, taking the latter 
figure as 100 per cent. The use of such “common-size” statements 
makes possible the comparison of annual figures that differ in 
dollar amounts, and of the statements of different companies with¬ 
in the same industrial group. Among the more important rela¬ 
tionships are the gross profit margin (gross profit from operations 
as a per cent of sales), the operating ratio (cost of sales plus ex¬ 
penses as a per cent of sales), and the net income ratio (net in¬ 
come as a per cent of sales), together with the ratio of important 
single expense items, such as depreciation, to sales. Illustrative 
figures of the last two of these relationships for various groups 
are found in the table on page 483. Standard or average percent¬ 
age costs for particular industrial groups have been compiled by 
trade associations and by Dun & Bradstreet, Inc., for many lines 
of retail trade, and certain financial services, such as Standard & 
Poor’s and Studley, Shupert & Co., have prepared group data 
which can be used as the basis of comparison in studying the 
performance of individual companies within each industry from 
year to year. 

The net income ratio is especially significant in comparative 
analysis, as it reveals the proportion of sales that it brought down 
to net income to provide the return on the owners’ investment. 
But a high net income ratio alone is not the final measure of 
profitability. It is the rate earned on the total investment that is 
important. A concern that turns its investment many times during 
die year may produce the same per cent return on that invest¬ 
ment by operating at a low profit margin as another firm that 
requires a high investment and operates at a high margin. The 
following hypothetical figures will illustrate this situation: 
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Company X 

Company Y 

Sales. 

$100 

$100 

Investment. 

$ 50 

$ 10 

Net income ratio. 

5% 

1% 

Return on investment ... 

10% 

10% 


Depreciation expense deserves special attention, as the amount 
of this item, which is subject to considerable managerial dis¬ 
cretion, affects not only the reported earnings but also the balance 
sheet valuation of the fixed assets and, hence, the reported assets’ 
support to securities outstanding. In addition to studying the 
depreciation expense as a per cent of sales, the size of this expense 
item in relation to gross property account, and the size of the 
accumulated reserve in relation to the cost of property, merit 
close scrutiny. Care should be taken to recognize that where a 
portion of the plant is leased, the depreciation expense as a per 
cent of sales will be reduced. 

The general effectiveness of the investment in assets may be 
measured by inspection of the rate at which substantial segments 
of the assets arc “turned" each year, notably the relation of net 
sales to net working capital, gross plant, and total capital struc¬ 
ture or invested capital. 

Tests of earning power. The profitability of the total funds used 
in a business is measured by the rate of earnings on invested 
capital, found by calculating the ratio of income before interest 
(less income taxes) to the total capital structure. The trend of 
this ratio through a period of years, and comparisons among dif¬ 
ferent companies, is very revealing. A chronically low ratio in¬ 
dicates overinvestment, poor competitive position, or generally 
poor management. A high return is, of course, to be desired, but 
stability in this respect is of even greater importance. 

Tests of earnings in relation to particular elements in the cap¬ 
ital structure are (1) for bonds, times interest charges earned. 
To achieve a high-grade status, industrial bonds should show a 
regular coverage of between three and four times, and the figure 
should not drop below two times in the poorest year; (2) for 
preferred stock, times interest charges plus preferred dividends 
earned. 6 High-grade industrial preferred should show a regular 

« See p. 392 for a discussion of the merits of this method of calculating preferred 
dividend coverage. 
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coverage of at least four times; (3) for common stock, it is cus¬ 
tomary to show earnings as so much per share. The rate produced 
for the residual owners of the business is found by calculating 
the ratio of net income after preferred dividends to common stock 
plus surplus. This is the fundamental figure that indicates, year 
after year, how effectively the business has been operated for its 
owners. In a real sense, all other indicators of earning power are 
of secondary importance compared with this one. At the same 
time, it should be noted that the figures reported as having been 
earned after preferred dividends may have to be adjusted for 
non-recurring items and special allocations to reserves. 7 

The investor in common stocks is interested in two other re¬ 
lationships involving earnings: (1) the "price-earnings ratio,” or 
ratio of net income per share to market price of the stock, and 
(2) the dividend yield. The latter is, of course, the result not onlv 
of earnings but also of dividend policy. In 1950, the 30 large in¬ 
dustrial corporations represented in the Dow-Jones Industrial 
Average produced a dividend yield of 6.6 per cent, such a vield 
being drawn from a dividend pay-out" of 50 per cent of profits, 
in other words, the 30 stocks, as a composite average, were selling 
in the market at approximately 8 times the current rate of earn¬ 
ings. The price-earnings ratio of individual stocks varies widelv, 
being influenced by many factors, including (1) the quality and 
•safety of earnings, (2) dividend payments, (3) the market's 
appraisal of future prospects of the company, (4) the level of 
interest rates, and (5) the general psychology of investors and 
speculators at any given time. 

Industrial bonds. Industrial companies are subject to a variety 
of risks suggested earlier in this chapter, and thus, as a class, 
would not be expected to rely on bonds as a means of financing 
to the same extent as public service companies would. Indeed, 
there are many large industrials, such as Allied Chemical, Kenne- 

1 In addition to the quantitative measurements of interest and preferred divi¬ 
dends coverage, as well as earnings for the common, certain qualitative factors are 
"I great significance. One of the most important is the safety factor for senior 
securities (the per cent of sales earned after bond interest and/or preferred divi- 
,l' n „ . Anw,,l y r ,N *t ,c I* r tent ‘>f sales earned lor the common. The latter indicates 
1 thickness” of earnings available to the owners after all costs and senior capital 
'"•"i 'Clients. These types of qualitative analysis are of particular value when 
<'tcd out a period o( years that includes both good and poor business conditions. 
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cott Copper, Chrysler, du Pont, Eastman Kodak, General Electric, 
General Motors, International Harvester, Corn Products Refining, 
Procter & Gamble, Sears Roebuck, Standard Oil of New Jersey, 
and American Viscose, that have no bonds outstanding in spite 
of the availability of bond money at very low rates. It is regret¬ 
table from the investor’s viewpoint that many of the more pros¬ 
perous industrial companies have not added to the diminishing 
supply of good bonds. The reasons for avoidance of publicly 
offered bond issues on the part of so many concerns that would 
meet all tests adequately are (1) a conservative attitude toward 
long-term debt financing, (2) the adequacy of retained earnings 
and funds representing depreciation to finance expansion, (3) the 
growing use of intermediate-term loans from banks and insurance 
companies, and (4) the growing practice of private placement 
of high-grade bonds directly with insurance companies and other 
institutional investors. Those industrial concerns that have issued 
bonds have seized the opportunity to finance at low rates, in spite 
of the risk of debt, or have been reluctant to rely on stock issues 
during periods when stocks have sold at relatively low multiples 
of earnings. Or there may have been little choice in many cases— 
when a concern needs money badly, it may have to offer its 
premier security even if theoretically it should avoid adding to 
its debt burden. 

The most common type of industrial bond is the first mortgage 
issue secured bv a lien on fixed properties. Unsecured debentures 
are also used widely. Sinking fund or other repayment provisions 
have become almost universal in the modern longer-term indus¬ 
trial issues, and, because of the possibilities of high returns in 
common stock, the convertible feature is found much more fre¬ 
quently than in the case of utility and rail bond issues. 

Bonds of industrial companies include a wide range of quality. 

At the one extreme, issues of very strong companies supported by 
very large asset values and demonstrated earning power under a 
variety of business conditions command great investment respect; 
when the highest standards are met, such bonds sell at lower 
yields than high-grade rail and utility issues. For the year 1950, 
the average yield on Moody's high-grade industrial bond series 
was 2.67 per cent, as compared with 2.82 per cent for public 
utilities and 3.10 per cent for rails. (These rates all rose modestly 
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in 1951.) This suggests that the top-grade industrial bonds are the 
prime corporate obligations in the market, even taking into ac¬ 
count the fact that the maturities of industrial bonds are often 
shorter than those of other companies and that the bonds there¬ 
fore sell at lower Yields under ‘easv money conditions. Where 
* ^ « 

the highest standards can be met, industrial bonds are eligible 
for investment bv trustees and other fiduciaries in a large number 
of states (in New York since 1939). 

But the number of very high-grade industrial issues is small, 
and from this peak the group extends over a wide number of 
issues that lack, in general, the safety of operating utility bonds. 
While generalizations are dangerous, it is probably correct to sav 
that, as a class, industrial bonds do not enjoy the same investment 
standing as the utility group as a whole. Industrial bonds seem to 
be cither very good, or mediocre and bad. 

A good industrial bond should meet the following tests of ac¬ 
ceptability: 

1. The industry should exhibit characteristics of stability and 
growth and freedom from unusual cyclical and other risks. Where 
such a condition is not found, as in the case of steel, the debt 
should be very modest. 

2. The company should lx* a demonstrated leader in its field, 
with definitely superior management and prospects as revealed 
by careful analysis and investigation. 

3. The working capital position should be very strong, to per¬ 
mit interest payments during possible periods of lower earnings 
and to allow management that flexibility which is desirable in 
uncertain times. 

4. The total bonds of the company should not exceed 25 per 
cent of the capital structure. 

5. The total bonds should not exceed 50 per cent of depreciated 
fixed assets or, where the latter are small, should be amply sup¬ 
ported by working capital. 

6. In any case, total bonds should not exceed net working 
capital. 

7. Where not amply secured by a lien on valuable assets, the 
issue should contain the protective provisions outlined in Chap¬ 
ter 5. 
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8. The average total income for the five preceding years and 
for the previous year available (after taxes) for the payment of 
interest charges should be at least four times the fixed charges. 

issue should not exceed 30 years, and 
a sinking fund or repurchase provision should be provided ade¬ 
quate to retire a substantial portion of the bonds before maturity. 

10. The issue should be at least $10,000,000, well seasoned, 
and should preferably be listed to assure reasonable marketability. 

Preferred stocks. Preferred stocks of industrial companies are 
entitled to investment recognition only upon the basis of demon¬ 
strated earning power of the issuing company. The existence of 
many excellent issues might readily create the false impression 
that industrial preferreds, as a group, are good investments. This 
is far from being the case. Here again, as with industrial bonds, 
the group includes a wide range, from high-grade to those little 
better than weak common stocks. In June, 1951, when high-grade 
industrial bonds were yielding 2.8 per cent, high-grade industrial 
preferreds were yielding 3.75 per cent and medium-grade issues 
4.0 per cent. These yields were lower than those of high-grade 
rail and utility preferred issues; but again it should be noted that 
the number of very strong industrial preferred stocks is limited, 
and that the standards for a "high-grade” rating are higher than 
for rail and utility preferreds. At the opposite extreme are stocks 
that are preferred in name but that in reality are supported by 
little or no common stock equity, and so are in fact similar to 
common stocks in quality but (unless convertible) without the 
potentialities of common stocks with respect to income and price 
appreciation. 

Where relative stability of price and assurance of income are 
required, an industrial preferred stock should meet the following 
tests: 

1. See No. 1 for industrial bonds. 

2. See No. 2 for industrial bonds. 

3. See No. 3 for industrial bonds. 

4. The preferred stock should not exceed one-third of the total 
capital structure. 

5. The preferred stock should not exceed 50 per cent of the 
tangible net worth. 



INDUSTRIAL SECURITIES 


505 


6. The issue should contain the protective provisions described 
in Chapter 6 designed to prevent the deterioration of its position 
from the issuance of prior securities and debt or from the excessive 
payment of dividends in common stock. 

7. The average income before interest (and after taxes) for 
the five preceding years and for the previous year should be at 
least five times the preferred dividend requirement plus bond 
interest, if any bonds are outstanding, and four times preferred 
dividend requirement if no bonds are outstanding. 

8. The issue should preferably be one of a company that has 
no funded debt outstanding. 

9. Where the issue is convertible into common stock, it should 
either be strong in its own right without such a feature or an 
excessive premium for this feature should be avoided. 

10. The issue should be large, well-seasoned, and preferably 
listed on an organized exchange. 

The investor should never lose sight of the fact that a preferred 
stock represents ownership in the corporation, that dividend pay¬ 
ments are optional (even if cumulative), and that neither a large 
corporate surplus nor a long dividend record assures the con¬ 
tinuation of dividends in years of poor earnings. The yield on the 
issue should be sufficiently higher than that on a high-grade bond 
to compensate for the risks of the issue and for its equity status. 

Common stocks. It is extremely difficult to generalize about 
the investment position of industrial common stocks, for the group 
includes the widest range of issues—from those that have a long 
and honorable earnings and dividend record and relatively good 
price stability down to the wildest speculations. Few if any carry 
absolute assurance of income, but a well-diversified list of in¬ 
dustrials is likely to produce a modest return even in times of 
adversity. No industrial common stocks offer price stability, and 
their price action is likely to be much less stable than that of 
operating utility issues. Yet through adequate diversification and 
wise selection and timing, the worst effects of the stock price 
cycles may be avoided. The most that the investor can hope to 
obtain is reasonable stability, unless he is prepared to risk the 
chance of no income at all and wide variation in price for the 
sake of possibly unusual capital gain. If income is the primary 
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goal of the investor, he may achieve it through a list of sound divi- 
valut 15376 ”’ bUt hC Can ' 10t aV0 ‘ d considerabIe variation in market 

For these reasons, no summary list of specific tests of an in¬ 
dustrial common stock is included in this final discussion. The 
investor must be satisfied that the return and prospects from a 
gr ° Up ° f St0C !' S ade q u ately compensate for the 

alsohe f fiTI a$ m ? SU T d b y careful analysis. And he must 
ako be satisfied that such risks are appropriate in his own invest¬ 
ment pohcy and program. As indicated previously in this volume, 
here are many methods by which, through careful selection and 
timing on the part of the investor, or through the use of indirect 
means of investment the common stock investor may minimize 
the risks involved and gain the real advantages that sound com¬ 
mon stocks may offer in a balanced program. But the investor 
must never lose sight o the fact that the purchase of a common 
stock involves the purchase of part of the residual ownership of 
a business subject to all of the vicissitudes of the corporations 
affairs, of the industry to which it belongs, and of the economy 
as a whole. Industrial common stocks offer the prospect of the 
greatest rewards to the discriminating investor in whose portfolio 
they are appropriate; they also harbor the possibility of the great- 


Securities analysis. The procedure followed in the analysis of 
the financial statements of an industrial company may be illus- 

ul / ,T ® r , enC f ,!° the rep0r,S 0f 3 Iead ' n 8 concern in the 
rubber held. The following discussion is not intended to be an 

exhaustive investigation but is suggestive of the approach that 
may be taken. r 

The industry. The tire and rubber industry is obviously essen¬ 
tial, for on its products depends the movement of over 40 million 
motor vehicles. A constant and growing demand for tires, both 
as original and as replacement equipment, is indicated in the 
growth from 29 million casings produced in 1921 to 100 million in 
1950. The total sales of the industry surpassed $3 billions in 1950, 
of which 25 per cent was derived from non-tire lines. The essential 
character of the industry, especially in a semi-war economy, its 
growth prospects, the growing diversification of its products, its 
favorable excess profits tax position, and its strengthened financial 
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condition since 1940 are important points in its favor. On the 
other hand, the industry, at least in peacetime, has suffered from 
extreme price competition in the replacement-tire market, over¬ 
capacity, and vulnerability to the business cycle and to wide sav¬ 
ings in natural-rubber prices, with periodic adverse effects on 
inventory values, profit margins, and earnings. The industry has 
been plagued at times with serious labor troubles. Certain of the 
companies still have a topheavy capital structure. On the other 
hand, however, the leading companies in the field can be expected 
to show satisfactory average earnings except under severely de¬ 
pressed business conditions. The availability of large supplies of 
synthetic rubber at relatively stable prices has greatly minimized 
the exposure of the industry to inventorv losses. 

The company. Company X in which we are here interested is 
one of the larger rubber companies. In 1950 its sales totaled $543 
millions, or 18 per cent of the industry. Its sales have not grown 
at the same rate as those of several other rubber companies. The 
Company has emphasized the development of non-tire lines and 
lias reduced its dependence on the highly competitive tire and 
tube business to a greater extent than have most of the major 
rubber companies. Non-tire products account for about 50 per 
cent of sales, including mechanical rubber goods, footwear, air¬ 
craft items, chemicals, and plastics. One of the country’s largest 
motor car manufacturers is its main outlet for original tire equip¬ 
ment; replacement equipment is distributed through independent 
dealers, service stations, and 465 company-owned stores. The 
company operates four synthetic rubber plants, three of which 
are government-owned. It was the largest producer of synthetic 
rubber during World War II. It owns no natural-rubber sources. 

In common with the rest of the industry. Company X has suf¬ 
fered from the sharp variations in the price of crude rubber, which 
cost 18 cents a pound at the beginning of 19.50 and closed at 79 
cents. Synthetic rubber closed at 24k cents. However, an element 
of stability has been introduced into the earnings figures in 1950 
bv the adoption of the last-in-first-out method of inventory valu¬ 
ation. The long-term prospects of the company, like those of the 
industry as a whole, point to greater stability in operating results 
in future years than was experienced in the past. 

Working capital position. Relative to other companies in the 
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industry. Company X’s working capital position at the end of 1950 
could be considered satisfactory, as is indicated by the following 
comparison of company data with those of six leading rubber 
companies (Company X included ): 


Cash items as per cent of current assets .... 
Receivables as per cent of current assets ... 

Inventories as per cent of current assets_ 

Cash items to current liabilities. 

Acid test . 

Current ratio. 

Net sales to inventory. 

Inventory as per cent of net working capital 


Company X 

Six Leading 
Companies 

30.7% 

27.5% 

34.1 

32.1 

35.2 

40.4 

.9 

.8 

1.9 

1.8 

2.9 

3.0 

5.9 

5.8 

53.7 

61.0 


The trend in the company’s working capital position has been 
mixed. Its cash position improved during World War II with the 
restrictions on sales, and, like that of the industry, declined after 
the war and improved again in 1949 and 1950. Its current ratio 
in 1950 was substantially lower than in 1949, owing to a marked 
expansion of activities. 8 

Fixed and capital structure. At the end of 1950, the net 
fixed assets of Company X amounted to 42 per cent of tangible 
net worth. This ratio is somewhat low compared with other com¬ 
panies in the industry, but it reflects a fairly conservative valua¬ 
tion of plant, for which the depreciation reserve was 52 per cent 
of cost. Intangible assets were carried at $1; the goodwill, patents, 
and trade-marks of the company obviously have a very large value. 

The capital structure proportions of Company X were much 
more conservative than those of the industry, as is shown by the 
following comparison (in millions of dollars): 


Six Leading 

Company X Companies 



Am't 

Per Cent 

Am't 

Per Cent 

Funded debt. 

Preferred stock. 

Common stock and surplus 0 

$ 40.3 
21.2 
200.5 

15.4% 

8.1 

76.5 

$ 302.9 

164.7 

843.8 

23.0% 

12.6 

64.4 

Total capital structure °_ 

$262.0 

100.0% 

$1,311.4 

100.0% 

0 Excludes intangibles and deferred items. 





s In its 1950 annual report, the company deducted its holdings of United States 
Treasury bills from accrued taxes, thus reducing both current assets and current 
liabilities and producing a current ratio of 4.9 to I. In the data reported above, 
the current figures have been adjusted to a basis comparable with that used for the 
group as a whole. 
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Company X lias shown a steady improvement in capital struc¬ 
ture since 1938, when common stock and surplus comprised only 
26 per cent of the total. If the market values of preferred and 
common stock at the end of 1950 were used, instead of their book 
values, the funded debt and preferred stock proportions would 
be 17.2 and 9.2 per cent of capital structure. The respectability 
of these ratios is supported by other tests. At the end of 1950, 
funded debt was only 46 per cent of net fixed assets and 23 per 
cent of net working capital. Total debt (both current and funded) 
was 75 per cent of tangible net worth, and the preferred stock 
only 16 per cent. 

The assets' support to the stocks of the company was also sub¬ 
stantial. Each share of preferred stock had a tangible book value 
of $1,045, including net working capital of $621. The book value 
per share of common stock was $49 (adjusted for a thrce-for- 
one split in 1951), which included $27 of net current assets. As 
indicated earlier, these asset figures are on the basis of what ap¬ 
peared to be a conservative book valuation of plant, equipment, 
and inventories. 

Operations and performance. The relative performance of Com¬ 
pany X may be noted by comparing certain items as a per cent 
of 1950 sales with those of the industry as represented by six 
leading rubber companies. 

Per Cent of 1950 Sates 
Six Leading 


Company X Companies 

Cross profit 30.4% 23.0% 

Selling, general, and administrative 12.5 11.3 

Operating income before depreciation 17.9 13.1 

Depreciation . !•" 2.0 

Operating ratio . 83.8 88.9 

Net income . 8.4 4.6 


Per Cent of 1950 Cross Property 


Six Leading 
Company X Companies 

Depreciation expense (1950) . 5.2% 5.7% 

Accumulated reserve 51.5 60.0 

1950 Sales 

Six Leading 
Company X Companies 

Per dollar of net working capital S3.2 $3.5 

Per dollar of gross plant 3.1 2.8 

Per dollar of total capital structure 2.1 2.3 
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In general, the above ratios indicated greater efficiency and 
better utilization of investment on the part of Company X than 
on that of the industry as represented bv the six leading com¬ 
panies. Especially impressive are the gross profit and net income 
margins. But this was not always the case. Prior to World War II, 
the company s showing in this respect was relatively poor. The 
investor is, of course, as much interested in the trends of per¬ 
formance as in the figures for a particular year. He should also 
note the effect of special reserves that have been charged to 
earnings at irregular intervals, producing results that make net 
income comparisons difficult if not invalid. 

The company's showing with respect to depreciation may be 
partially accounted for by the operation of a large number of 
leased retail outlets. 

Tests of earning power. The following figures summarize for 
a five-year period the over-all rates of earnings produced by the 
company and the coverage of fixed charges (after income taxes) 
and fixed charges plus preferred dividends. In addition, the 
figures for 1938 and 1940 are included to reveal past performance 
during recession conditions and in a year of peace. 

1937 1940 1946 1947 1948 1949 1950 
Per eent earned ° n t°jal ca p,(alization 1.5 6.9 14.7 11.8 10.9 9.1 13.7 

Times fixed charges earned . 0.7 4.2 26.2 18.8 16.8 15.9 27.7 

1 imes fixed charges and preferred 

dividends earned . 0.4 2.0 8.5 7.2 7.0 6.4 12.4 

Per cent earned on common equity .. d 11.2 22.6 16.5 14.9 11.6 16.6 

d = deficit. 

The above figures understate the record in each year by reason 
of the fact that earnings were charged with varying sums toward 
the accumulation of contingency reserves. The figures indicate 
more than ample coverage of interest and of preferred dividends 
in the post-War II period. However, the vulnerability of the com¬ 
pany to peacetime cyclical variations is apparent. Preferred divi¬ 
dends were in arrears in 1932-1936 and in 1938. 

Common stock data. The following data reveal the earnings per 
share, dividends per share, market price record, price-earnings 
ratio, and dividend yield of Company X's common stock, for 
selected years. (The figures have been adjusted for the three-for- 
one stock split in 1951.) Where market price is involved in a ratio, 
the yearly mean price is used. 
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1929 

1932 

1036 

1937 

1946 

1047 

1948 

1949 

1950 

Famines per share 

$1.51 

d2.49 

1.35 

dO.75 

5.90 

5.39 

5.52 

4.70 

8.06 

Dividends per share 

1.20 

— 

.33 

.33 

1.50 

1.67 

1.83 

1.83 

2.17 

Market price range 

13-35 

1-4 

4-12 

4-17 

20-30 

16-24 

16-22 

18-24 

23-43 

Price-earnincs ratio 

15.9 

d 

S.9 

d 

4.2 

3.7 

3.4 

4.4 

4.1 

Dividend yield (per cent) 

5.6 

— 

4.2 

3.2 

6.1 

8.3 

9.8 

8.7 

6.6 


d rr deficit. 


In the past, earnings on the common stock have been subject 
to wide fluctuations due to cyclical influences, price-cutting, and 
changes in raw material prices, and the effects on the common 
stock have been accentuated by the leverage of prior charges. 
As a result, the price swings have been wider than those of the 
general market and the earnings on the common have been ap¬ 
praised conservatively. 

Summary of investment merits. The funded debt of Company 
X consists of two series of 2% per cent 20-year first mortgage bonds 
due in 1965, of which $10,000.(XX) was privately placed. The bonds 
are secured by all tangible fixed assets and those hereafter ac¬ 
quired, and are callable beginning at a call price of 102% in 1949, 
decreasing to 1 (K) at maturity. A sinking fund provision will retire 
% of the bonds by maturity. Adequate protective provisions are 
included. The bonds are listed on the New York Stock Exchange 
and enjoy good marketability. They are strongly supported bv 
assets and earnings, and the steady improvement in the capital 
structure of the company and its favorable prospects place the 
bonds in a strong position. In mid-September, 1951, thev sold at 
99% to yield 2.81 per cent. Because of the nature of the industry 
and the company’s past record, the bonds cannot be given top 
rating. The spread between their yield and that of Government 
bonds of like maturity appeared to be sufficient compensation in 
1951 for their slight risk. Market price has ranged between 94 and 
106 since issuance; the fluctuations represent mainly changes in 
general interest rates. On every test, the issue appears to meet 
the main criterion for a bond—is it safe? 

The preferred stock of Company X consists of 212,000 no-par 
shares redeemable at $1(X), and preferred over the common with 
respect to assets in the amount of $100 per share plus accumulated 
dividends at the rate of $5 per annum. Its holders are entitled 
to elect half of the company’s directors after a \ ear’s default of 
dividends. It contains no sinking fund or repurchase feature, but 


512 


INDUSTRIAL SECURITIES 


it has certain other desirable protective provisions. The record of 
the stock has been spotty. Dividends were in arrears in the amount 
of $35 per share in 1936 but have been paid regularly since 1938. 
Difficulties in the 1930s resulted in a recapitalization in 1936 by 
which 1.4 shares of the present issue plus % share of common stock 
were exchanged for each old share of 7% preferred. Assets and 
earnings protection are now adequate, but the past record (re¬ 
flected in a price range of a low of 7 in 1932-former stock-to a 
high of 107 in 1946—new stock) indicates its volatile character. 
The stock was as low as 52 as late as 1942. Relative to other major 
companies in the industry, the percentage of preferred stock in 
the capital structure was reduced to modest proportions by the 
retirement of about % of the issue in 1950. In mid-June, 1951, the 
preferred sold at 104 to yield 4.8 per cent, which may be con¬ 
sidered a fair return, quality considered. However, at 104 in¬ 
vestors had to overlook the premium over the redemption price 
and risk of possible call. 

The company’s common stock has always been speculative, and 
still is. Past earnings, dividends, and market price have been 
volatile. The regular 1951 dividend rate of $2.00 per share was 
amply protected bv earnings, but at a price of 62 in mid-Sep¬ 
tember, 1951, had to be supplemented by an extra dividend to 
produce a satisfactory yield. Much more important was the pos¬ 
sibility of continued price appreciation—a questionable prospect 
in view of the general high level of the market at the time. How¬ 
ever, the immediate outlook for the industry and for the company 
was good. The stock is listed on the New York Stock Exchange 
and enjoys excellent marketability, especially after the three-for- 
onc split in 1951 which increased the size of the issue to 4,107,633 
shares. 

The real question for the investor in any common stock at any 
time is, “What is it worth?” Unfortunately, the analyst cannot 
provide a specific and definite answer. In the case of the company 
we have been studying, one might reasonably assume that the 
high earnings of 1950-1951 were abnormal in some respect. How¬ 
ever, on the basis of average earnings per share of almost $6 for 
the five-y ear period 1946-1950, the common stock at 62 was 
selling at just over “ten times earnings"—a standard rule-of-thumb 
for quality stocks. While the company is certainly not in the "blue 
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chip" category, the growth prospects of the company might well 
justify such a valuation for long-term investment. 

Industrial reorganizations. It was noted previously in Chapter 
24 that corporate reorganization has five chief objectives: (1) to 
restore a satisfactory working capital position; (2) to reduce 
materially the fixed charges; (3) to simplify the capital structure; 
(4) to afford permanent rather than merely temporary financial 
relief; and (5) to provide sufficient flexibility to allow for future 
financing. The preparation of a plan that will accomplish these 
aims and at the same time deal fairly with existing security holders 
is a highly difficult task. The new structure may allow some of the 
senior issues to remain undisturbed, or it may provide a clean 
slate of new securities. First and foremost, it should be so arranged 
as to reduce annual fixed charges, through the substitution of 
contingent charge issues, such as income bonds and stocks, for a 
substantial part of the old funded debt. Second, it should provide 
new securities sufficiently attractive to be sold for cash either to 
old security holders on a preferential basis or to newcomers. Third, 
it should provide for the simplification of debt structure through 
a mechanism whereby several former issues are exchangeable into 
a single new issue. The new financial structure should accomplish 
these desired results if it is to function satisfactorily. 

Prior to the amendments to the Bankruptcy Act providing for 
statutory reorganization, as an essential part of a reorganization 
under equity proceedings, the new plan had to be approved bv 
practically all of the old security holders. A dissenting minority 
representing 15 per cent of the old issues could effectually prevent 
the operation of the plan. The old security holder might have 
been asked to consent to the placing of a prior lien before his 
existing claim, or to exchange at least part of his fixed charge 
bonds into income bonds or preferred stock, or to purchase addi¬ 
tional securities in the new company through payment of an 
assessment. 

In equity reorganizations, the old security holder was not 
obliged to approve the new plan. He would consider the pro¬ 
posals and determine, so far as he could, their relative fairness. 
He would further come to some conclusion as to the probable 
success of the plan in operation and as to the time required for 
eventual recovery. He would give thought to non-finaneial factors. 
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such as the character of management and the economic position 
of the industry, before reaching a decision. As a practical matter, 
he would decide either to stay through the reorganization bv 
approving the proposed plan, or to dispose of his holdings at the 
best price obtainable. 

In the event that the reorganization plan had been accepted 
by a substantial majority of each class of security holders, the 
court would then order a public sale of the corporate property. 
Representatives of the new company provided in the reorganiza¬ 
tion plan would then "buy in' the property at a minimum “upset 
price” determined by the court. Dissenting security holders were 
thus "frozen out” because they had no claim upon the new com¬ 
pany and were entitled to participate only in the meager dis¬ 
tributable assets of the defunct company. 

The steps followed in an equity receivership were as follows: 

(1) Formation of separate protective committees for each class 
of securities. 

(2) Deposit of securities with protective committees. 

(3) Formulation of reorganization plan by protective com¬ 
mittees. 

(4) Approval of reorganization plan by holders of securities. 

(5) Court order for sale of property at minimum price. 

(6) Sale of property and distribution of proportionate pro¬ 
ceeds to dissenting holders. 

(7) Issuance of securities by new company as provided in 
reorganization plan. 

In an endeavor to simplify and expedite the reorganization of 
debtor corporations, numerous amendments have been made to 
the Federal bankruptcy law during the past decade. Since the 
enactment of these amendments, which are known as "Section 
77” in connection with railroad reorganizations and “Chapter X” 
(which has replaced “Section 77B”) in connection with other 
corporate reorganizations, practically all important reorganiza¬ 
tions are being effected through the statutory' provisions now 
available. The principal advantage afforded by these amendments 
is the mandatory requirement that minority creditors are bound 
by the action of a two-thirds majority (in amount) and may not 
block the completion of an acceptable reorganization plan. 
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The reorganization of industrial (and utility) companies under 
Chapter X of the present bankruptcy law has been accomplished 
more rapidly than the reorganization of railroad companies under 
Section 77. The greater success in this respect is due partly to 
the relatively simple capital structures of such companies and 
partly to a less elaborate method of procedure. The following 
steps must be followed: 

(1) Preparation of reorganization plan by debtor company, 
or a creditor, or the trustee. 

(2) Approval bv court of any plans before they are submitted 
to interested parties. 

(3) Review by Securities and Exchange Commission if debt 
exceeds $3,000,000. 

(4) Approval by state or federal public service commission 
if company is subject to supervision. 

(5) Acceptance by two-thirds in amount of each class of 
creditors. 

(6) Acceptance by majority of each class of stockholders if 
assets exceed liabilities. 

(7) Final confirmation of court of the fairness and feasibility of 
the plan. 

The review by the Securities and Exchange Commission, acting 
in an advisory capacity, has become one of the most important 
protective features of these reorganizations. In determining the 
fairness of a proposed plan, the Commission approves only those 
plans which give full recognition of claims in the order of prioritv 
and which deny participation to equity owners unless a residual 
value is plainly indicated. In determining the feasibility of a plan, 
the Commission requires evidence indicating that adequate work¬ 
ing capital is to be provided, that fixed charges are to be less than 
reasonably anticipated earnings, that capitalization is to be com¬ 
mensurate with asset value, and that bonds will be retired in due 
course. Although disapproval by the Commission does not elimi¬ 
nate any particular plan, the action of the Commission has had a 
wholesome effect in the formation of sound reorganization plans. 

It is encouraging to observe that many of the reorganizations 
already arranged under Chapter X have been realistic in the 
Haling down of fixed charges. In numerous realty reorganizations, 
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entire issues of mortgage bonds carrying fixed charges have been 
converted into income bonds bearing contingent charges (as in 
the case of the 40 Wall Street Building in New York). In certain 
industrial reorganizations, all outstanding bonds have been con¬ 
verted into stock (as in the case of National Radiator). 

Reorganization plans which have permitted stockholders to 
retain an interest in a company despite a failure to pay creditors 
in full are contrary to the doctrine of absolute priority. Such plans, 
even though approved by more than the required two-thirds 
majority, have been denied court approval. 9 In such cases, stock¬ 
holders would be expected to make further contribution to retain 
an interest in the enterprise. 


9 The principle of absolute priority was clearly confirmed by the United States 
Supreme Court in the Los Angeles Lumber Products Co., Ltd. case (1939) and 
the Consolidated Rock Products Co. case (1941). 



CHAPTER 27 


BANK STOCKS 


Scope. The purpose of this chapter is to discuss the investment 
position of the securities of commercial banks. To a substantial 
degree, the assets of such companies are invested in securities 
of governments and of other companies; investors in bank stocks 
are therefore delegating to others the placement of their funds. 

The order of discussion is: (1) classification of banks, (2) bank¬ 
ing functions, (3) non-financial information, (4) types of state¬ 
ments, (5) income statements, (6) balance sheets, (7) bank 
stock analysis, (8) bank stock prices, dividends, and yields, and 
(9) investment position and outlook. 

Classification of banks. The banks in the United States mav be 
classified: (1) either as national or state, depending upon the 
source of charter; (2) either as commercial or savings, depending 
upon the nature of operations; (3) either as member or non¬ 
member, depending upon membership in the Federal Reserve 
System; (4) either as insured or noninsured, depending upon 
participation in the Federal deposit insurance plan; and (5) either 
as stock or mutual, depending upon the nature of ownership. The 
investor should be cognizant of the significance of each of these 
distinctions. 

National banks are chartered by the Federal Government and 
are subject to uniform supervision by national bank examiners. 
(The title “National” must appear in the name of all national 
banks and may not be used by state banks.) State banks are 
chartered by state governments and are subject to varying 
methods of supervision by state banking boards in accordance 
with the laws of the incorporating states. National banks as a 
group were formerly regarded as stronger institutions than state 
hanks, a tradition which has been largely invalidated under the 
supervisory powers of the Federal Reserve System and the Federal 
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Deposit Insurance Corporation. In some states, as in Illinois, stock¬ 
holders m state banks are still subject to double liability in the 
event of failure. 

Commercial banks, as distinguished from savings banks, deal 
primarily with businessmen in doing a general commercial bank¬ 
ing business, in accepting both demand and time deposits, in 
handling checking accounts, in making loans and investments, in 
performing trust functions, and in executing orders from cus¬ 
tomers. Commercial banks, as a rule, operate savings departments 
in addition to commercial departments. 

Member banks, which comprise all of the national banks and 
the large state banks which have elected to participate, are be¬ 
lieved to be somewhat stronger than the nonmember banks, owing 
to potential assistance from the Federal Reserve banks in periods 
of emergency. 

Insured banks, which comprise 95 per cent of the commercial 
banks of the country, are protected by their membership in the 
rederal Deposit Insurance Corporation. Investors should observe 
that the insurance applies to depositors and not to stockholders. 

Mutual banks are those which have no stock outstanding, being 
owned and operated by the depositors.' Investment interest is 
necessarily confined to the commercial banks which are owned 
b)' stockholders. Of these, stock in many small banks may have 
quite an attraction locally, but for the general investor interest 
is centered in the large institutions whose shares are traded widelv 
in the over-the-counter market. 

As of December 30, 1950, the 14,650 banks in the United States 
had deposits outstanding totalling $175 billions and a combined 
net worth of $13.8 billions. Various classifications of this total 
suggest the relative importance of the types previously outlined 
(dollar figures in millions): 1 2 

ALL BANKS 

Number of Total Net 


Banks Deposits Worth 

Commercial . 14,121 $155,265 $11,590 

Mutual savings . 529 20.031 2,247 

Total . 14,650 $175,296 $13,837 


1 See pp. 29-30. 

2 Sources: Federal Reserve Bulletin; Annual Report of the Comptroller of the 
Currency; Annual Report of the Federal Deposit Insurance Corporation. 
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COMMERCIAL BANKS 


National (all members F.R.). 

State (Members F.R.) . 

(Non-members F.R.) 

Total. 


Number of 

Total 

Net 

Punks 

Deposit* 

Worth 

4.958 

$ 89.281 

$ 6.313 

1.912 

43.792 

3,380 

. 7.251 

22.192 

1.897 

14.121 

$155,265 

$11,590 


EXTENT OF F.D.I.C. COVERAGE 



Number of 

Total 

Net 


Banks 

Deposits 

Worth 

National (all insured).. 

.... 4.958 

$ 89,281 

$ 6,313 

State (Members F.R.-insured). 

.... 1.912 

43.792 

3,380 

(Non-members-insured) . 

.... 6.562 

20,216 

1,570 

(Non-members-uninsured) . 

689 

1,976 

327 

Mutual (Insured) . 

194 

14.320 

1.513 

(Non-insured) .. 

335 

5.711 

734 

Total .. . 

.... 14.650 

$175,296 

$13,837 


Banking functions. The traditional functions of the commercial 
hank have been to make short-term loans to business, to accept 
deposits (in new funds or as created by loans) and thus provide 
checking and safe-keeping services, and to provide miscellaneous 
services such as collection of items and trust functions. In more 
recent years, commercial banks have taken on the character of 
department-stores of finance," through the development of a 
wide variety of personal and real estate as well as business loans 
and the provision of facilities such as safe-deposit vaults. They 
have also become the most important type of owner of Govern¬ 
ment securities. These functions are rigorously regulated by Fed¬ 
eral and state authorities with respect to liquidity and solvency 
(through regulation and supervision of loans and investments 
and through reserve requirements) and protection against un¬ 
warranted duplication and competition. In addition, the credit¬ 
granting powers of the banks are influenced by law, regulation, 
and moral suasion as the credit structure of the nation (in the 
opinion of the Federal Reserve and the Treasury Department) 
requires expansion or contraction. 

The essential character of bank services and the imposition of 
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a mass of regulation might seem to indicate that as a whole bank 
stocks would constitute a safe and stable medium of investment. 
Unfortunately, at least until 1933, hanking history was marred by 
waves of failure and loss to depositors and stockholders. During 
recent boom years the failure rate has been low; but banks still 
differ in their attractiveness to the stock buyer. Numerous factors, 
some of a general character and some revealed by analysis of 
bank financial statements, must be taken into account by the 
would-be investor. 

Non-financial considerations. While the major emphasis in the 
analysis of bank stocks is given to the examination of financial 
statements, the interpretation of those statements requires a 
knowledge of the size, character, economic stability, and growth 
of the community served, the type of industry represented in the 
bank’s clientele, the types and degree of regulation imposed, and 
the connections and associations of the management. The investor 
would prefer a growing bank in a growing and stable community, 
not dependent on any one industry or small group of borrowers, 
with deposits diversified both as to size and type, and with a 
management alert to the possibilities of new services and sources 
of revenue. 

Types of statements and financial information. One disad¬ 
vantage of bank stocks is the lack of adequate financial informa¬ 
tion. National banks are required to publish “statements of 
condition” (condensed balance sheets) four times a year, and 
similar requirements are imposed by state banking authorities. 
There is wide variation among banks with respect to the publica¬ 
tion of more detailed balance sheet information, and the issuance 
of income statements is entirely a matter of discretion. Further¬ 
more, the policies governing the valuation of assets differ con¬ 
siderably, with most banks leaning toward conservatism. Book 
value and actual value of assets may differ substantially. Many 
banks follow a deliberate policy of understatement of asset values 
so as to accumulate so-called “hidden reserves. 

Fortunately for the investor, in recent years there has been a 
tendency on the part of the larger institutions to make available 
more detailed statement information, especially concerning in¬ 
come and expenses. And fortunately also, because of the highly 
liquid character of most bank assets, the investor may feel con- 
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fident that, in calculating such a ratio as hook value per share of 
stock, the result represents liquidating value much more closely 
than in the case of business corporations. 

Another advantage in the case of bank stocks is the availability 
of adequate group data representing the industry. The reports of 
the Comptroller of the Currency, the state bank authorities, the 
Federal Reserve, and the Federal Deposit Insurance Corporation 
contain combined statistics that are useful in judging the trends 
and conditions in banking as a whole and in comparing an in¬ 
dividual bank with its familv. 

# 

Income statements. The operating revenues and expenses of 
insured commercial banks for three years in the period 1940-1950 
are given in the table on page 522. together with the relationship 
°f each item to total operating earnings. This group comprised 
13,446 banks of the 14,121 commercial banks in the country as of 
the end of 1950. 

These data reveal the chief sources of revenue and the 
chief expense items of commercial banks as a whole. The pro¬ 
portions would vary somewhat for individual banks, depending 
on their size, location, and types of business emphasized. In 1950 
income from loans had regained its former position of providing 
about one-half of operating earnings, as a result of the great in¬ 
crease in loans in the period following World War II. Income from 
securities held its own in absolute terms, but shows a very con¬ 
siderable decline in relative importance as a result of the emphasis 
on loans rather than investments in the post-War period. Trust 
department and service income is important but not predominant 
as a source of revenues. 

Salaries and wages require a little less than one-third of total 
revenues and constitute about half of total operating expenses. 
Interest is paid on time and savings deposits (not on demand de¬ 
posits) and runs about 9 per cent of revenues and about 14 per 
cent of operating expenses. The category of "other expenses’’ in¬ 
cludes assessments for F.D.l.C. insurance and a host of minor 
items. 

The net operating earnings are normally about 35-38 per cent 
ol operating revenues, so that an operating ratio of 62-65 per cent 
is produced. The net operating earnings figure, which indicates 
the real earning power of the bank, is subject to further adjust- 
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EARNINGS, EXPENSES, AND DIVIDENDS 
INSURED COMMERCIAL BANKS 
as of Dec. 31, 1940-1950 
($ figures in millions) 


Operating Earnings: 

Income on loans. 

Income on U.S. Government 

obligations. 

Interest and dividends, other 

securities . 

Service charges on deposit ac¬ 
counts . 

Other service charges, com¬ 
missions, and fees. 

Trust department. 

Other current operating earn¬ 
ings . 

Total . 

Operating Expenses: 

Salaries and wages. 

Interest on time deposits .... 
Taxes other than on net in¬ 
come . 

Depreciation . 

Other expenses. 

Net Operating Earnings . 

Recoveries and profits. 

Losses and charge-offs. 

Net additions to valuation re¬ 
serves . 

Profits before Income Taxes .... 

Taxes on net income. 

Net Profits . 

Dividends and interest on capital 


1940 

1945 

1950 

$ 

* 

$ 

% 

$ 

* 

769 

47.1 

727 

29.3 

2,008 

51.1 

> 500 

30.7 

1,133 

45.6 

1,015 

25.8 

) 


167 

6.7 

225 

5.7 



110 

4.4 

212 

5.4 

129 

7.9 

91 

3.7 

105 

2.7 



120 

4.9 

181 

4.6 

233 

14.3 

134 

5.4 

185 

4.7 

1,631 

100.0 

2,482 

100.0 

3,931 

100.0 

498 

30.5 

705 

28.4 

1,202 

31.2 

201 

12.3 

233 

9.4 

343 

8.7 

117 

7.2 

99 

4.0 

128 

3.3 

62 

3.8 

40 

1.6 

59 

1.5 

309 

19.0 

445 

17.9 

713 

17.5 

1,187 

72.8 

1,522 

61.3 

2,445 

62.2 

444 

27.2 

960 

38.7 

1,486 

37.8 

349 

21.4 

509 

20.5 

177 

4.5 

386 

23.7 

264 

10.6 

121 

3.1 

• 


• 


177 

4.5 

407 

24.9 

1,205 

48.6 

1,365 

34.7 

6 

.3 

299 

12.1 

428 

10.9 

401 

24.6 

906 

36.5 

937 

23.8 

237 

274 

391 


® Not available or not separately reported. 

Source: Compiled from Annual Reports of the Federal Deposit Insurance Corporation. 


ments arising out of profits (or losses) on securities transactions 
and on recoveries (or losses and charge-offs) on loans. In addition, 
many banks charge earnings with substantial amounts put to 
valuation reserves, chiefly for bad debts and securities, prior to 
actual liquidation experience with these assets. Variations in the 
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handling of losses, recoveries, and reserves among hanks makes 
comparison of their net profit before taxes somewhat difficult. 

Income taxes absorb about 11 per cent of operating revenues, 
leaving a net profit which may constitute as much as 2-1 per cent 
of revenues. This is a high net income margin as compared with 
business corporations, but is necessary because the investment 
represented by capital funds is so large in relation to operating 
revenues. 

The unwillingness on the part of most bank managements to 
issue a detailed income statement is an obvious handicap to the 
investor. Where no net income figure is reported, an approxima¬ 
tion may be obtained by finding the difference between the total 
surplus and undivided profits given in the balance sheet at two 
different intervals and adding back the dividends paid in the 
interim. An adjustment may also be necessary to allow for any 
surplus derived from sale of stock above par value during the 
period. 

The larger banks of chief investment interest ordinarily dis¬ 
tribute only a fraction of their profits as dividends, and this 
practice results in rather modest yields on bank stocks. The steady 
ploughing back" of earnings is necessary if net worth is to keep 
pace with the expansion of deposits. The appeal of the stock in 
a sound and growing bank stems from the relative regularity of 
the dividends distributed plus the appreciation in liook and 
market value that follows the growth in net worth. Such appre¬ 
ciation and the possible capital gains attendant to it have a special 
attraction to investors in the higher income-tax brackets. 

Balance sheets. The bank balance sheet or statement of con¬ 
dition reflects the character of the bank’s activities. The chief 
liability items are deposits. The chief asset items are cash, loans, 
and investments. The following data show the combined balance 
sheets of all insured commercial banks as of call dates in 1940 and 
1950. Significant changes took place during this period both in 
die amount and the relative importance of balance sheet items. 
The figures are arranged in the order and under the categories 
ordinarily found on individual statements. 

Cash, or the bank’s 'primary reserve,” consists of cash on hand, 
balances with other banks, cash items in process of collection, 
and legal reserves, which, in the case of members of the Federal 
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ASSETS AND LIABILITIES 
INSURED COMMERCIAL BANKS 
(in millions of dollars) 


Item 

1940 

(June 29) 

1950 

(Dec. 30) 

ASSETS 



Cash and due from banks. 

$23,864 

$39,865 

U.S. Government obligations. 

15.901 

61,047 

State and municipal securities . 

3,483 

7,959 

Other securities. 

3,438 

4,192 

Loans and discounts. 

17,014 

52,482 

Less: Reserve for bad debts. 

o 

673 

Net . 

17,014 

51.809 

Bank premises, furniture, and fixtures . 

1,081 

1,109 

Other real estate owned. 

507 

110 

Customers' liabilities on acceptances. 

81 

217 

Income accrued but not collected. 

109 

277 

Other assets. 

111 

207 

Total Assets . 

$65,589 

$166,792 

LIABILITIES 



Deposits—time . 

$15,514 

$36,491 

—demand . 

42,911 

117,007 

Total deposits . 

58,425 

153,498 

Dividends payable . 

38 

65 

Acceptances outstanding . 

96 

249 

Income collected but not earned. 

76 

313 

Other liabilities .... 

347 

1.386 

Capital stocks, notes, and debentures. 

2,892 

3,518 

Surplus . 

2,484 

5,201 

Undivided profits . 

837 

2,093 

Reserves . 

394 

469 

Total liabilities . 

$65,589 

$166,792 


• Not reported. 

Source: Compiled from Annual Reports of the Federal Deposit Insurance Corporation- 


Reserve System, consist of the required reserve balances held at 
the Federal Reserve Banks. 3 Primary reserves are, of course, main¬ 
tained against cash withdrawals as a protection to the depositors 


3 In effect February 1, 1951, the legal reserve requirements for member banks, 
in the form of deposits at the Federal Reserve Banks, were 6 per cent against time 
deposits for all members and 14, 20. and 24 per cent against demand deposits tor 
"country banks,” banks in 60 cities called "reserve city banks, and banks in 
“central reserve cities” (New York and Chicago), respectively. State banks not 
members of the Federal Reserve System are subject to varying reserve requirements. 
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of the bank and for the maintenance of general liquidity. Total 
cash of all insured commercial banks comprised 36 per cent of 
total assets in 1940 and 24 per cent in 1950. 

Total investments and loans are called the “earning assets” of 
the bank, as they produce the bulk of the income. The United 
States Government obligations, the most liquid of the earning 
assets, comprised 40 per cent of total earning assets in 1940 and 
50 per cent in 1950. In the interim, they had reached their peak 
in 1946; in the post-War period, they declined in relative im¬ 
portance as a result of the substantial growth of commercial loans. 
Government obligations are not without risk, as the value of those 
that are marketable fluctuates with changing interest rates. Many 
banks minimize this risk bv emphasizing the holding of short-term 
Ireasurv bills and certificates, or Treasury notes and bonds near¬ 


ing maturity. Securities other than Federal issues consist of state, 
municipal, and corporate bonds that are approved for bank in¬ 
vestment. Banks hold permanently no stock except stock in the 
Federal Reserve Banks (in the case of member banks) and in 
affiliates.' 


Loans atui discounts represent the advances of the bank to its 
clients and include commercial, industrial, and agricultural loans, 
loans to brokers and others secured by securities, real estate mort- 
8 a 8 es » personal and consumer loans, loans to banks, commercial 
paper, and bankers’ acceptances. The proportion of total assets 
held in the form of loans, and the types of advances made, are 
major determinants of bank operating earnings. Banks which de¬ 
sire liquidity and hence concentrate on investments rather than 
loans produce lower earning power but enjoy greater safety. 

lo assure liquidity, the bank’s second line of defense consists 
oi its “secondary reserve,” comprised of short-term Government 
securities, call loans, bankers’ acceptances, and commercial paper. 
Ihis group of earning assets yield very low returns. Hence, a 
high proportion of primary and secondary reserves produce lower 
revenues, although greater safety is achieved. For all insured com¬ 
mercial banks, secondary reserves were about 40 per cent of total 
assets at the end of 1950. 

I'i.xcd assets play a relatively small part in the bank’s total re¬ 
sources. T heir importance varies considerably from bank to bank, 

* Sec (.liapter 9 lor a more extensive discussion of hank investments. 
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depending on the type of premises and equipment and the method 
of valuation for balance sheet purposes. 

Customers liability on acceptances represents claims against 
customers for whom the bank has accepted drafts and bills under 
letters of credit. This item is offset by a corresponding liability 
representing the obligation of the bank to honor such acceptances 
that are still outstanding. 

Income accrued but not collected represents the accrued in¬ 
terest on customers’ loans and on securities that will be collected 
at a later date. Similarly, on the liabilities side of the balance 
sheet, a figure appears representing interest collected in advance 
but not yet earned. 

Other assets include prepaid expenses and a variety of minor 
miscellaneous items. 

Deposits represent the main liabilities of the bank. In the more 
detailed reports, these are subdivided into (1) time deposits, 
which are not subject to check, which bear interest, and on which 
the bank is entitled to require notice of withdrawal, and (2) de¬ 
mand deposits representing balances due to individuals, business 
concerns, governments, and other banks. The relative proportion 
of the two main types affects the operations of the bank in several 
ways—the interest expense, the required reserves, and the type 
of investments held. Because time deposits have a slower turn¬ 
over, lower reserves are held for their payment, and when they 
form a large portion of total deposits, the bank is justified in hold¬ 
ing more longer-term investments such as bonds and mortgages. 
Where demand deposits comprise the great bulk of deposits, es¬ 
pecially amounts due to other banks, the bank must maintain 
higher reserves and more liquid earning assets. 

The other liabilities of the bank are of minor importance and 
include borrowings from other banks, accrued expenses, taxes, 
and any reserves that represent liabilities rather than valuation 
and surplus reserves. 5 

1 The term "reserve” has several meanings in banking that may be reviewed 
here. First, there are the "legal reserves” of cash or deposits that must be main¬ 
tained to satisfy the law; these are assets. Second, as we have seen, croups of assets 
arc classified as "primary" or "secondary" reserves with respec t to their purpose of 
providing adequate liquidity. In the third place, bank balance sheets often contain 
reserves of various types similar to those found on business corporation statements; 
valuation reserves, such as reserves for depreciation or bad debts, liability reserves. 
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The net worth section of the balance sheet (often designated 
as “capital" or “capital funds") ordinarily contains three items: 
( 1) the capital stock, (2) the surplus, representing permanently 
held accumulated earnings transferred from undivided profits 
and any premiums received from the sale of stock above par value, 
and (3) the undivided profits, or "free surplus" into which cur¬ 
rent profits are credited and from which dividends are paid. 
National banks are required to have surplus equal to 20 per cent 
of their capital stock before they may declare dividends. This 
required surplus is ordinarily obtained bv the sale of stock at a 
premium over par value, or it max be built up by transfers from 
undivided profits. 

Other items occasionally found in the net worth section are 
capital notes, debentures, and preferred stock which banks were 
permitted to issue to the Reconstruction Finance Corporation in 
the 1930s as a special source of funds and which are to be amor¬ 
tized over the years. Contingency and other reserves representing 
earmarked surplus are also found on some statements. These 
represent that portion of the bank’s provision against losses that 
has not yet been used for writing oil doubtful assets. 

Bank stock analysis. The investor in bank stock should be 
satisfied that the bank shows a satisfactory position with respect 
to (1) liquidity, (2) solvency, and (3) earning power. Liquidity 
is the bank's ability to meet deposit obligations at short notice. 
Solvency is the measure of its ultimate ability, possibly after a 
period of liquidation of assets, to meet its debts. Earning power 
is obviously of primary importance to the investor seeking income, 
price appreciation, or both. These three concepts are, of course, 
closely interrelated. A bank with sufficient primary and secondary 
reserves to meet its deposits if they were all withdrawn at once 
would be both liquid and solvent, but would produce little or no 
net earnings. A bank management seeking maximum earnings 
would maintain only those reserves required by law and minimum 
daily needs, and would emphasize investment in loans and long- 

s «>yli as reserves for taxes or dividends, and reserves that are in fact merely segre¬ 
gations of surplus. 7 ° 

JJ'V™ " hiddt ‘. n reierVeS " P rc ' iously used in this chapter is a non-technical 
in that surest* that some of the assets of the bank are carried at less than their 
•a value and hence there is greater protection to depositors and a larger owners' 
than the statement reveals. 
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term bonds subject to greater losses and price variations. Such 
a bank would not be highly liquid; it might be solvent, given 
sufficient time to transfer its assets into cash. Its earnings would 
be high, if only for a temporary period. The problem of bank 
management is to steer a middle course so as to maintain liquidity 
adequate to satisfy the chief obligation, that of safety to deposi¬ 
tors, and at the same time provide an adequate return on the in¬ 
vestment of the stockholders. 

Tests of liquidity. The basic test of liquidity is the reserve ratio, 
or ratio of primary reserves to deposits. For all insured banks at 
the end of 1950, this ratio stood at 26 per cent. The ratio tends 
to be higher for the banks in large cities holding deposits of other 
banks that are required by law to maintain higher legal reserves 
and whose deposits are primarily demand. Banks whose deposits 
are predominantly time accounts feel safe with a lower reserve 
ratio. In addition, banks whose assets other than cash are highly 
liquid require smaller cash balances. This suggests an extension 
of the reserve ratio in the relationship between cash plus United 
States Government securities to deposits (or to total assets). The 
former figure stood at 66 per cent for all insured commercial banks 
at the end of 1950. 

Tests of solvency. The traditional test of solvency is the ratio 
of debt to net worth, or, more specifically, of deposits to capital 
funds” (capital stock, surplus, undivided profits, and surplus re¬ 
serves). Tradition has set this ratio at 10:1, but in recent years 
only the larger and more conservative banks have preserved this 
relationship. For all insured commercial banks at the end of 1950 
the deposit ratio was 13.6:l. 6 The net worth, of course, provides 
the cushion of protection to the banks creditors. It also indicates 
the degree of ••leverage” in the bank's operations by which a 
modest rate of earnings on total resources is magnified into a 
respectable return on the owners' investment. A bank would not 
be profitable without the earnings derived on the funds of others 
represented by deposits. 

Whether the deposits-to-capital funds ratio is satisfactory can 


« Analyses of bank stocks prepared by brokers and financial sen ices sometimes 
express this relationship as the percentage of capital funds to gross (0 
37 large metropolitan banks at the end of 1950 the Tinge was 24.5 per cent to 
3.8 per cent (Blyth & Co., Inc., Banks and Bank Shares, 19ol). 
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be learned only bv examining other relationships. Where the bank 
is highly liquid, and its loans and investments are well selected 
and managed, the ratio can safely be much higher than the aver¬ 
age. Rapid growth of deposits and a relatively larger increase in 
loans than in high-grade investments caused a few banks in 1950 
and 1951 to offer new stock in order to improve the ratio. The size 
of this relationship also has an important influence on dividend 
policy. Transfers from undivided profits to surplus to bolster this 
relationship permanently impound funds which might otherwise 
he available for dividends. The investor would do well to deter¬ 
mine whether the attractive rate of earnings and of dividends 
produced by a bank is at the expense of solvency as indicated by 
an unsatisfactory net worth position. 

Other measures of solvency include the ratio of loans to capital, 
and a similar test consisting of the relationship of capital funds 
to deposits "at risk” (gross deposits less cash and United States 
Government obligations). 

rests of earning power . The earnings record and prospects of 
a bank will depend on all of the influences that govern the invest¬ 
ment of its funds and the operation of its departments. Never¬ 
theless, there are some specific clues that are of use to the analyst, 
provided they are used judiciously. 

I he ratio of loans to investments, and the types of loans and of 
investments within these categories, have a marked influence on 
earnings. In general, investments are less remunerative than loans, 
and short-term loans and investments less lucrative than long¬ 
term. For all insured commercial banks, loans produced 4.2 per 
cent on their average book value in 19.50, as compared with 1.7 
per cent for investments. There is, of course, considerable varia¬ 
tion among banks in the character of the earning assets. The in¬ 
vestor must be satisfied that quality has not been sacrificed for 
earning power in the character of the earning assets. 

Hie investor will devote special attention to the trend in the 
growth of deposits and of loans as indicators of aggressive man¬ 
agement. The bank's earning power depends in large measure 
011 its ability to obtain and hold deposits, and to invest these de¬ 
posits in earning assets that produce a satisfactory income. The 
banks that show better-than-average earnings are those that are 
growing at a better-than-average rate, that emphasize loans rather 
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than investments, and that have a lower-than-average ratio of 
capital funds to deposits. Although such attributes should not be 
enjoyed at the expense of standards of safety, some banks are so 
safe, so conservative, and so unprogressive as to give their stock 
little appeal except to those investors interested almost solely in 
small and regular dividends. 

Where sufficient detail is available, the bank’s income state¬ 
ment may be analyzed in somewhat the same manner as that of 
the business concern, except, of course, that different standards 
are used. The operating ratio of the bank is the relationship of 
operating expenses to operating earnings, and, for banks as a 
whole, shows at about 62 per cent. A low operating ratio indicates 
management efficiency and the ability to withstand declines in 
revenues without making too heavy inroads into net operating 
earnings. A high operating ratio must be offset by a larger revenue 
per dollar of investment. 

Certain individual expense items, notably salaries and wages, 
and interest paid, have a marked effect on the operating ratio and 
on the net operating earnings. The former constitutes about 31 
per cent and the latter 9 per cent of total revenues, and 50 and 
14 per cent, respectively, of operating expenses, for all insured 
commercial banks. When both of these costs are rising (as during 
1950-1951, when there was a wave of increases in interest paid 
on savings accounts), profit margins tend to narrow. 

The net operating earnings represent the result of banking 
operations proper, prior to any special gains or losses on loans 
and investments. Taken in relation to total investment as repre¬ 
sented by capital funds plus deposits, the over-all earning power 
of the institution is indicated. For 1950 the rate for all insured 
commercial banks was only .9 per cent. It follows that, to earn a 
good return on its capital funds, a bank relies on the leverage 
provided by a substantial ratio of deposits to net worth. A nine- 
to-one deposits-to-capital funds ratio would be necessary to mag¬ 
nify a .9 per cent return on total funds employed to 9.0 per cent 
on net worth (before taxes). Banks with a deposits-to-capital 
funds ratio of less than 10-to-one are likely to earn an inadequate 
rate on net worth. Banks with twice this amount of deposits in 
comparison with capital funds would, with the same net earnings, 
produce a very substantial return on the owners’ investment but 
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run the risk of being undercapitalized. For all insured banks as 
of 1950, the return on capital funds was only 13.5 per cent, before 
special adjustments and income taxes. 

The adjustments to net operating earnings representing: (1) 
gains and losses on securities and recoveries and charge-offs on 
loans that are recorded when realized, and (2) the additions to 
or reductions of valuation reserves, deserve close scrutinv for two 
reasons. In the first place, the size of these items depends some¬ 
what on the original book value placed on earning assets. In the 
second place, their amount varies considerably from year to year, 
ft is for these reasons that the basic earning power of the bank 
is measured by the reported earnings before rather than after 
these adjustments. 

The final measure of earning power, insofar as the stockholder 
is concerned, is the ratio of net profit after taxes to capital funds, 
fliis relationship stood at 8.5 per cent for all insured commercial 
banks for the year 1950. This was a relatively modest rate in a 
year of prosperity. That banks (as a whole) can incur losses is 
indicated by the fact that in the years 1931-1934 deficits were 
produced on the combined net worth of all national banks. 

Where, even in good years, a relatively low rate is earned on 
net worth, and only a fraction of net profits-say, 40 to .50 per cent 
'is declared in dividends, the resulting in-pocket return to bank 
stockholders is bound to be modest. 

•Stock values, prices, and yields. The market value of bank stock 
is determined by the earnings and dividend record and prospects 
°f the institution and the industry, by asset values underlying 
each share, and by the general course of the stock market as a 
whole. Traditionally, bank stock sold at 1JJ to l!i times book value 
(net worth or total capital funds" divided by number of shares 
outstanding). The rationale of this valuation was that book values 
| vcrc notoriously conservative and that the bank’s assets were so 
liquid as to cause book value to be much more accurate a measure 
of the realization value than in the case of stocks of business cor¬ 
porations. In the years following World War II, bank stocks fluc¬ 
tuated in value above and below book value, and, in 1951, were 
•n the majority of cases (at least for the large metropolitan banks) 
substantially below book value. The rate which the market re¬ 
port'd banks to earn on their stock was in excess of the rate 
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actually produced, hence the discount from net asset values, how¬ 
ever conservative these may have been in relation to liquidating 
value. Under present-day conditions, a price in excess of book 
value would be considered excessive, unless the analyst is con¬ 
vinced that the bank carries its assets at excessively conservative 
figures or unless the bank has demonstrated unusual earning 
power. Of the 37 metropolitan institutions reported on by Blyth 
& Company in its brochure Banks and Bank Shares, the stock of 
only five sold at above book value in January, 1951. The range was 
from 62 to 155 per cent of book value. 

The price of bank stock in modern times has also declined from 
its traditional position in relation to earnings. Whereas 15 times 
and even 20 times operating earnings per share was not considered 
excessive in the period 1935-1945, in 1951 ratios of ten times or 
less were not unusual. For the 37 banks in the Blyth & Company 
study, the range was from 5.9 to 17.9 (January 29, 1951 price 
times 1950 earnings). A considerable variation is to be expected 
as a result of differences in the over-all rate of earnings and in the 
relative importance of special adjustments and increases in capital 
reserves per share. 

Because banks generally retain a considerable portion of their 
earnings, dividend yields tend to be modest. A bank does well to 
earn 10 per cent on its net worth, and if its stock sells at book 
value and one-half of its earnings are declared in dividends, the 
resultant yield to the investor is 5 per cent. In only two cases of 
the 37 banks previously mentioned was the yield in excess of 5 
per cent at the beginning of 1951. However, a modest dividend 
rate of return is likely to be compensated by regularity and sta¬ 
bility of dividends and by appreciation possibilities. Several large 
metropolitan banks have unbroken dividend records for over 100 
years. 

The investment position of bank stocks. Bank stocks of general 
investment interest are actively traded in the over-the-counter 
market, and price quotations (on a bid-and-asked basis) are avail¬ 
able in the metropolitan journals and the financial services. The 
investor should not expect any unusual stability of price (as in¬ 
dicated by the bad break in bank stocks in 1946), any extraor¬ 
dinary yield, or any spectacular appreciation. Just as in the case 
of industrials, prices reflect differences in asset values, earnings, 
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and dividends, and the yields on the sounder equities approximate 
those that can be obtained on good-grade industrial preferred 
stocks. They are attractive to investors who are content with 
modest but regular dividend returns and who are interested in 
the appreciation possibilities that derive from operation at high 
leverage. The institutional market for bank stocks has been broad¬ 
ened by substantial buying on the part of insurance companies 
and other fiduciaries. 

Within the bank stock group there is a considerable range of 
quality and of appeal. While, in general, bank shares are recog¬ 
nized as the most conservative of equities, their selection demands 
the same careful discrimination and judgment that are required 
in the purchase of any other securities. 



CHAPTER 28 


STOCKS OF FIRE INSURANCE 
COMPANIES 

Scope. The purpose of this chapter is to discuss the stocks issued 
bv stock fire insurance companies. The order of discussion is: 
(1) scope of the industry, (2) functions and characteristics of fire 
companies, (3) investment policy, (4) income statement, (5) 
balance sheets, (6) statement analysis, (7) stock values, prices, 
dividends, and yields, and (8) the market for insurance stocks. 

Scope of the industry. The insurance business consists of two 
main categories-life and property. Most of the life insurance com¬ 
panies are mutually owned by the policyholders. The property 
companies comprise two main groups: fire and casualty-surety 
companies. In the year 1950, non-mutual or stock companies wrote 
about 87 per cent of the total fire and marine business (including 
such accessory lines as extended coverage, marine, auto, physical 
damage, and tornado insurance) and 72 per cent of the casualty 
insurance business. 

More important than the internal diversification has been the 
development of insurance “groups" or "fleets” consisting of several 
companies controlled by a leading fire insurance corporation. The 
various members of the group may each specialize in a particular 
type of fire or casualty insurance. About 90 per cent of total stock 
fire and marine business and over 80 per cent of the casualty- 
surety business is now written by group enterprises. Investment 
interest in insurance from the point of view of stock ownership 
is thus properly largely confined to the fire and casualty lines. 
The material in this chapter is restricted to a survey of fire in¬ 
surance stocks, but the same principles and approach are ap¬ 
plicable to casualty companies. The distinction between the two 

sw 



STOCKS OF FIRE INSURANCE COMPANIES 535 


types is disappearing as more and more companies or groups offer 
coverage of both types. 

Something of the significance of the industry is indicated by 
the fact that at the end of 1950 the 372 stock fire and marine in¬ 
surance companies had total (admitted) assets of $6.2 billions 
and in 1950 wrote net premiums of $2.7 billions. 

Functions and characteristics of fire insurance companies. From 
the viewpoint of the investor, a fire insurance company represents 
the combination of an insurance underwriter and a closed-end 
investment company. The principal business is obviously that 
of writing contracts under which fire and other risks are insured; 
this underwriting activity may or may not contribute anything to 
the net profits. In addition, the company has the problem of in¬ 
vesting funds representing capital and surplus, as well as those 
representing premiums collected in advance on policies that run 
from one to five years. It expects to net a modest return on these 
investments, and. insofar as its common stock holdings are con¬ 
cerned. may in addition achieve a capital gain. The income and 
dividend position of the stockholder is thus affected by the com¬ 
pany’s ability to earn a sufficient premium income to cover the 
outlays associated with underwriting—commissions, administra¬ 
tive expenses, and losses-and to produce a respectable net return 
on investments. The solvency position of the stockholder is de¬ 
termined by the value and liquidity of the assets-chiefly the 
investment portfolio-and the relation of the capital funds to 
liabilities in the form of reserves. 

The profitable operation of the underwriting end of the busi¬ 
ness is affected by the control of expenses and the premiums 
charged for and the losses charged to underwriting income. The 
business has a marked cyclical variation. Premium income rises 
with business prosperity, population, and the general price level. 
Losses seem to be affected not only by ordinary and disaster burn¬ 
ings and other hazards, but also by the increased moral risk during 
depression periods. In addition, during periods of rising prices, 
Ike costs of restoring insured property rise and hence a squeeze 
is placed on income, collected as much as five years in advance. 
Premiums are established on the basis of the previous experience 
of the more efficient companies and are calculated for the majority 
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of fire companies by the Board of Underwriters, a co-operative 
organization. 1 

The results of the investment end of the business are deter¬ 
mined by the conservativeness of the portfolio and the experience 
of the company with respect to variations in market value of the 
securities held. Although there is considerably less technical 
“leverage” than in the case of the commercial bank, the net gain 
from investing can be magnified considerably, depending on the 
relative importance of owners* investment to liabilities. 

Fire insurance companies are examined and regulated by state 
authorities with the aim of assuring solvency and the soundness 
and adequacy of policy forms. As will be indicated later, regula¬ 
tion of investments permits a substantial selection of common 
stocks. The result is that the fire company may enjoy a higher 
income return on its portfolio than may the commercial bank, and 
it may also share in market price appreciation. But it is conse¬ 
quently subject to greater variations in liquidating value. 

Investment policy of fire insurance companies. Unlike life in¬ 
surance companies, which are closely restricted in the choice of 
investments by the laws of the states, fire and casualty companies 
have considerable freedom of choice over and above the minimum 
of cash or high-grade bonds required. Although the existing regu¬ 
lations vary from state to state, in general, funds equal to mini¬ 
mum capital required must be invested in Government bonds 
and/or approved mortgages; funds equal to a portion of the un- 

1 Fire losses in the United States, as reported by the National Board of Fire 
Underwriters, together with the aggregate insurance company losses, have run 
as follows (in millions of dollars): 

Aggregate Fire Losses Aggregate Losses Paid 


1929 

$459 

$317 

1930 

502 

346 

1940 

286 

188 

1941 

304 

188 

1942 

314 

192 

1943 

373 

250 

1944 

437 

287 

1945 

455 

316 

1946 

561 

363 

1947 

692 

428 

1948 

711 

466 

1949 

668 

425 


Source: The Spectator Insurance Yearbook (Fire and Marine Volume) and 
Standard and Poor’s Industry Surveys, Insurance. 
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earned premium and the loss reserves must be invested in ap¬ 
proved Government and or corporate bond issues. The remaining 
funds may be invested in both bonds and stocks, as long as the 
issuers are solvent and have maintained adequate interest and 
dividend records. 

Within the legal limits, the investment portfolios of various 
fire companies differ considerably. Since liquidity is of prime 
importance, funds equal to policyholders* claims (reserves) are 
held in the form of cash and bonds. But the stockholders’ equity 
may be represented in one company by bonds alone, in another 
company in the main by common stocks. The former would enjoy 
greater stability of income and less variation in market value; the 
latter, if the stocks were properly diversified, would (under ideal 
conditions) enjoy higher revenues and greater possible appre¬ 
ciation in market value, at the risk of stock market fluctuations. 
The investor in insurance company stocks may take his choice. 
He should insist, however, that those companies with below- 
average capital funds in relation to the insurance risks assumed 
show substantial conservatism in their investment portfolios. 

The distribution of the investments of all stock fire (and ma¬ 
rine) companies is indicated on page 541. Individual companies 
may differ from the group as a whole. For example, Fireman’s 
Fund had cash and United States Government obligations con¬ 
stituting 74.5 per cent and common stocks 16.5 per cent of total 
assets at the end of December, 1950, compared with Fidelity 
Phoenix, which had respective percentages of 23.9 and 46.3. 

Insurance companies are required to file annual balance sheet 
and income statements with state insurance departments. These 
statements are available to the public; together with the annual 
report to stockholders, which includes a list of security invest¬ 
ments, they provide adequate financial information. The use of 
uniform accounting practices makes comparison of different com¬ 
panies easier than in the case of industrial concerns. It is, of 
course, necessary to use consolidated statements in the analysis 
of most of the larger concerns, which have a number of sub¬ 
sidiaries in their ‘fleet.” Group data on the industry as a whole 
are readily available in such services as Best’s and the Spectator 
annual volumes, and in insurance trade journals and special 
studies by brokers specializing in insurance stocks. 
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Income statement. The income statement of a fire insurance 
company includes two or three sections or exhibits: underwriting, 
investment, and sometimes surplus. The following table shows 
the aggregates for all stock fire companies in the United States, 
arranged in the order usually found in the annual reports of in¬ 
dividual companies, for the years 1947 and 1949. The year 1947, 
in which underwriting activities resulted in a loss, was selected 
for contrast with 1949, a year of extraordinary profit from these 
activities. 


AGGREGATE INCOME AND EXPENSE 

STOCK FIRE COMPANIES 

1947 and 1949 
(in millions of dollars) 


Item 

1947 

(363 

Companies) 

1949 

(379 

Companies) 

Underwriting: 



Net premiums written .. 

$2,034.8 

$2,463.2 

Increase in unearned premium reserve. 

313.6 

237.5 

Net premiums earned. 

1,733.8* 

2,225.7 

Losses and adjustment expenses incurred .... 

1,007.4 

993.9 

Expenses incurred. 

801.3 

947.9 

Net underwriting profit . 

74.9(d) 

283.9 

Investment: 



Interest, dividends, and rents. 

122.4 

147.0 

Investment expenses. 

11.9 

13.1 

Net investment income. 

110.5 

133.9 

Net profit on sale or maturity of investments f 

8.9 

1.6 

Net investment profit. 

119.4 

135.5 


° Includes $12.6 millions participation in War Damage Corporation, 
t Exclusive of gains or losses in book and market values. 

Source: Compiled from Best’s Fire and Casualty Aggregates and Averages (annual). 


Net premiums written is the amount of premiums received on 
policies issued during the year less returned and reinsurance pre¬ 
miums. Net premiums earned are the premiums for the expired 
portion of policies, the result of deducting from premiums written 
the increase in the unearned premium reserve or liability that 
represents premiums received in advance. Net underwriting profit 
is derived by deducting losses and underwriting expenses—mainly 
acquisition costs, commissions, and so forth—incurred during the 
year. Since the expenses of a rising volume of business must be 
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met immediately, and the larger premium volume is fully earned 
only in the future, a paradoxical situation is presented in which 
low underwriting profits or even underwriting losses may be re¬ 
ported in periods of expanded volume and high underwriting 
profits in a period of declining premiums written.*' The year 1949 
showed unusually high underwriting profits because of a favor¬ 
able loss experience and because of the large volume of new busi¬ 
ness previously written. 

Analysts recognize that reported “statutory" underwriting losses 
may be overstated or profits understated bv reason of the fact 
that acquisition costs are prepaid on new business (the addition 
to unearned premium reserve) that is not taken into income until 
the future. They therefore "add back" to the “statutory" or re¬ 
ported net underwriting loss or profit an arbitrary percentage, 
such as 40 per cent, of unearned fire insurance premiums (35 per 
cent in the case of casualty companies) less income taxes at cur¬ 
rent rates on the amount added on.’ In a year of declining volume 
in which the liability decreased, 40 per cent would be subtracted. 
A more accurate procedure would be to adjust by a percentage 
representing actual acquisition costs, which run around 30 per 
cent for fire companies under present conditions. 

The net investment income consists of the receipts from securi¬ 
ties and other assets less investment expenses consisting of real 
estate repairs, expenses, and depreciation, and expenses of ad¬ 
ministration of the portfolio. To this figure is added actual gain 
(or loss) from the sale, redemption, or maturity of investments, 
to produce the net investment profit for the year. 

Book appreciation in securities is reported as additional invest¬ 
ment income on official statements but is credited directly to 
contingency reserves or to surplus in many of the companies’ re- 

* This situation was well illustrated in the period 1944-1947, when net premiums 
written by fire companies expanded at a very rapid rate. Unearned premium re- 
a-rve requirements were heavy ($250,000,000 (or the period), and this factor, 
coupled with a high loss experience, resulted in underwriting losses for most com¬ 
panies. The situation began to reverse in 1048. 

'The adjustment lor income taxes arises from recognition of the fact that, since 
a| l acquisition costs are recorded as expense at the time the commissions are paid, 
expense is overstated (and taxes understated) during a period of increasing 
volume; any underwriting profits that accrue in the future, as the unearned 
premiums become earned, arc likewise overstated. 

A further adjustment for taxes is used by some analysts, namely, a deduction of 
l,| e 25 per cent capital gains rate of unrealized appreciation of portfolio value. 


540 STOCKS OF FIRE INSURANCE COMPANIES 

ports to stockholders. Where shown as income (or loss), the 
change in portfolio value introduces an element that makes re¬ 
ported investment results unstable and to a certain extent un¬ 
reliable. 

The surplus exhibit, included in official statements but some¬ 
times omitted from annual reports, shows the net change in sur¬ 
plus arising from underwriting and investment profits less income 
taxes, dividends, and any appropriations to special reserves. 


AGGREGATE ASSETS AND LIABILITIES 

STOCK FIRE COMPANIES 

Dec. 31. 1947 and 1949 
(in millions of dollars) 


Item 

1947 

(363 Companies) 

1949 

(379 Companies) 

ASSETS 



Cash . 

$ 454.9 

$ 508.2 

Bonds . 

1,879.6 

2,530.4 

Stocks . 

1,590.7 

1,963.9 

Real estate owned . 

50.5 

59.6 

Mortgage loans. 

18.8 

21.2 

Collateral loans. 

.5 

.4 

Agents' premium balances . 

1 

287.8 

Other assets . 

84.3 

85.9 

Total admitted assets. 


$5,457.4 

LIABILITIES 



Reserve for unearned premiums. 

$1,728.5 

$2,201.9 

Reserve for losses and loss expense. 

504.7 

482.8 

Reserve for taxes and other expenses- 

79.9 

229.4 

Reserves for other liabilities. 

124.7 

131.0 

Voluntary reserve. 

86.9 

156.5 

Capital . 

415.1 

428.4 

Surplus . 

1,368.6 

1,827.3 

Total liabilities . 

$4,308.4 

$5,457.4 


Source: Best's Fire and Casualty Aggregates and Averages (annual). 


Balance sheets. The assets of the fire insurance company con¬ 
sist of cash, securities owned (United States Government, muni¬ 
cipal, and corporate bonds, preferred and common stocks), 
mortgages owned, collateral loans, real estate, agents’ balances 
(premiums in course of collection), and miscellaneous items. The 
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proportions of the various items, notably cash and different kinds 
of securities, will depend on the state regulations governing in¬ 
vestments and on the investment policies of the company. For the 
group of fire insurance companies whose figures are given above, 
the total assets were divided as follows in 1949: 

Per Cent 


Cash . 9.3* 

United States Government obligations .. 36.6 

Other bonds . 9.8 

Preferred stocks. 7.0 

Common stocks . 28.9 

Real estate owned. 1.1 

Mortgage loans . .4 

Agents' balances . 5.3 

All other assets. . . 1.6 

Total . 100.0* 


As indicated previously, there is considerable variation within 
the whole fire insurance group with respect to the character of 
the portfolio. In general, the companies have maintained adequate 
liquidity through their holdings of cash and highly marketable 
securities. The need for marketability to meet sudden large losses 
explains the small interest in real estate and mortgage loans, 
bonds are carried on the officially reported balance sheet at their 
amortized value and stocks and non-amortizable bonds at the 
market value as of December l. 4 The 'convention value” of the 
portfolio will therefore differ somewhat from the actual market 
value at the year-end. On the published reports to stockholders, 
all securities may be carried at market value as of the date of the 
balance sheet. 

The total assets of the company appear on the published state¬ 
ment as “total admitted assets,” to include only those that are in 
accord with state law. The actual assets of a company may exceed 
the admissible assets by a small percentage. 

I he chief liabilities of the fire insurance company consist of 
reserves. The reserve for unearned premiums represents the un¬ 
earned portion of the full premium dollar collected computed 
pro rata for the unexpired term of all policies outstanding. It is 
the amount that would have to be returned to the policyholders 
•f all policies were cancelled or terminated. The amount of this 

' b or the year 1950. The date was December 31 for 1949 reports and December 
1 lor the years 1941-1948. 
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reserve is overstated in that, as previously noted, acquisition costs 
equal to 30-40 per cent of the unearned fire premiums have al- 
)ead\ been paid and that losses and remaining expenses should 
not exceed 60-70 per cent of the premiums. Therefore, it is cus¬ 
tomary, in analysis of insurance statements, to allocate 30 to 40 
pei cent of the accumulated unearned premium reserve to the net 
worth of the company in determining the liquidating value of the 
capital stock. 

The other liabilities are often designated as “reserves.” Those 
providing for unpaid losses and claims and incurred expenses are 
unique to the insurance business. The others are familiar items 
found on all corporate balance sheets, with the exception of the 

y reserves. These are in effect part of the net 
worth earmarked for contingencies. 

The total net worth, consisting of capital, surplus, and any 
voluntary reserves, is designated in the insurance business as 
"surplus to policyholders.” 

Fire insurance statement analysis. In selecting shares in fire 
insurance companies, the investor should first be satisfied that the 
company is large and growing and that either directly or through 
subsidiaries it has a diversified business, preferably widely scat¬ 
tered in a variety of fire and casualty lines. He would then turn 
to an analysis of its statements to determine its safety, perform¬ 
ance, and earning power in relation to the market price and yield 
available. 

Measures of safety. While the safety of a company, that is, its 
ability to meet claims and losses, is most important to the policy¬ 
holder, it is also of concern to the stockholder seeking stability 
of asset values and earnings. 

The first measure of safety is the composition of the assets. 
The higher the proportion of cash and high-grade bonds to lia¬ 
bilities, and to liabilities plus capital, the less the hazard from 
variations in the market value of the portfolio. It also follows that 
a very conservative portfolio brings in lower investment income, 
but this may be offset, through careful selection of risks, by a 
favorable loss record. 

A substantial portion of the stockholders’ equity can safely be 
invested in stocks provided the company is not operating at too 
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high a degree of leverage, as measured by the relation of the net 
worth to debt (reserves) or to total assets. Normally, total net 
worth (not including equity in the unearned premium reserve) 
should exceed one-third of total assets, and the more conservative 
companies show a ratio of about one-half. For the whole group 
of fire companies for which data are given previously in this chap¬ 
ter, the ratio was 44 per cent at the end of 1949. In a company very 
conservatively financed, with respect to both type of investments 
and type of capital structure, a ratio of stock assets to total assets 
of one-fourth and a ratio of net worth to total assets of one-half 
combine to produce a ratio of stock assets to capital of 50 per cent. 

Measures of operations ami profitability. The performance of 
a company with respect to its underwriting activities is measured 
by examining four ratios over a period of years: (1) the loss ratio, 
or ratio of losses and loss-adjustment expenses incurred to pre¬ 
miums earned; this ratio indicates the company’s ability to select 
risks. (2) The expense ratio, or ratio of underwriting expenses 
(advertising, commissions, and other expenses associated with 
acquiring new business) to net premiums written, indicates the 
efficiency of the company with respect to writing new business. 
If the ratio is high, owing to an unusually careful investigation 
of risks, it should be offset by a low loss ratio. If it is low, the loss 
ratio is likely to be high. It is also possible to relate expenses to 
premiums earned to indicate their effect on the reported statutory 
underwriting results. (3) The loss-plus-expense ratio is the ratio 
of total losses and expenses to premiums earned. Where this is 
100 per cent, the company is just breaking even on its under¬ 
writing activities before “adding back” of a portion of the un¬ 
earned premium reserve. Rut even if this is the case, the company 
has had the use of funds representing premiums paid in advance, 
and hence its underwriting activities have contributed to earnings 
through the medium of investment income. (4) The underwriting 
profit margin is the percentage by which the operating ratio is 

u Many services calculate this ratio by adding the ratio ol losses and loss ex¬ 
penses incurred to premiums earned, and the ratio ol expenses to premiums written, 
to produce a so-called o/H-rat mg rutin. This is a useful measure of total underwrit¬ 
ing experience. Its defect lies in the fact that, since the bases of the components 
of the ratios difler. the total ratio lacks validity in the accounting and statistical 
sense. 
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greater or less than 100 per cent. This indicates the extent to 
which underwriting activities are contributing directly to earn¬ 
ings, and is a highly variable figure. 

For all fire companies combined, the record in recent years with 
respect to these ratios, as reported by the Spectator, has been as 
follows: 

1946 1947 1948 

Losses to premiums earned 58.IS 58.4? 50.5? 

Expenses to premiums earned . 50.2 46.4 43.8 

Expenses to premiums written.. 40.7 39.2 39.4 

Loss-plus-expensc ratio. 108.3 104.8 94.3 

Underwriting profit margin ... 8.3(d) 4.8(d) 5.7 

<1 = loss. 

The underwriting results since 1947 have been very satisfactory, 
owing mainly to a declining loss ratio. The year 1949 was spec¬ 
tacularly successful and is not likely to be duplicated. The year 
1950 was affected by unusually severe windstorm damage. 

The returns from the investment activity of the company are 
determined bv calculating the ratio of net investment income to 
the value of the investment portfolio, without considering any 
special income derived from unrealized securities appreciation. 
For all fire companies as a group, the rate has varied between 3.1 
and 3.3 per cent in the period since World War II. This is a 
modest return and indicates general conservatism in investment 
policy. 

Measures of total earning power. The profits of fire insurance 
companies are derived from two sources: underwriting and in¬ 
vesting. The net income (before taxes) reported in the company's 
income statement is the total of the "statutory” underwriting 
profit (or loss) and the net investment income, including gain on 
sale or maturity of securities. When adjusted by the addition or 
subtraction of an appropriate proportion of the increase or de¬ 
crease in the unearned premium reserve, the result indicates the 
over-all earning power of the company. A ratio of total net earn¬ 
ings to net worth can thus be developed, either before or after 
Federal income taxes. 

The investor is, however, primarily interested in the results on 
a per-share basis. lie will find per-share earnings reported in the 
financial services and by brokers on the basis of the above method. 
Some analysts take one additional step, namely, to deduct from 


1949 1950 

45.0? 51.5? 

42.7 43.1 

38.8 38.9 

87.7 94.6 

12.3 5.4 
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the adjusted net earnings a figure for deferred taxes on the un¬ 
earned premium reserve increment. Unrealized gains from the 
change in market value of securities are usually omitted. 

It is apparent that, in reading any figure of earnings per share, 
the investor should note (1) the relative contribution made by 
underwriting and by investment income, and (2) the method 
used in determining the reported figure. In the body of its annual 
report for 1950, the Fireman s Fund Insurance Company reported 
consolidated net profit before provision for Federal income taxes 
of $5.46 per share on the 2,000.000 shares outstanding. Under¬ 
writing gain and net investment income made equal contributions 
to this figure. But the reported per-share figure excluded both 
realized and unrealized gains on capital assets, although the 
former was found in the income statement. After deducting Fed¬ 
eral income tax of $2.20 per share, and after adding $1.34 as 
equity in the increase in unearned premium reserve, the adjusted 
earnings per share were reported at $4.60. In its Insurance Stock 
Analyser for 1950, Cover & Co. showed 1950 per-share earnings 
of Fireman’s Fund as $4.11, derived as follows: statutory under¬ 
writing profit, $2.74; plus equity represented by increase in un¬ 
earned premium reserve, $1.18; plus net investment income, 
$2.79; less actual income taxes, $2.17; less income taxes on the 
unearned premium reserve increment, $0.43. The discrepancy 
between these two figures of earnings per share arises chiefly 
from the fact that Cover 6c Co. reduced the adjustment for the 
unearned premium reserve increase by applying a lower rate, and 
made an additional tax adjustment to reflect the savings on tax- 
deductible acquisition costs. Still different figures of per-share 
earnings would have been produced if capital appreciation in 
portfolio had been included. 

Measures of asset value. The asset value per share is especially 
significant in the case of fire insurance stocks because it approxi¬ 
mates the realizable value at the reporting date; this follows from 
the fact that the company is required to report its holdings of 
stock at market value close to the year-end, and because the book 
or amortized value of bonds is not too different from their market 
value. On published statements to stockholders, both bonds and 
stocks owned mav be carried at market value as of December 31 
instead of at "convention value" as of some arbitrary date. In 
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either case, net asset value per share in fire insurance companies’ 
statements is much closer to reality than in those of business 
corporations. 

In the orthodox sense, the net asset value or book value per 
share is calculated by dividing capital stock, surplus, and surplus 
reserves by the number of shares outstanding. The amount will be 
affected by the method by which the portfolio is valued on the 
balance sheet. The calculation of "liquidating” value, however, 
requires two additional adjustments: (1) the addition of the 
equity in the unearned premium reserve, at an arbitrary rate such 
as 40 per cent or, more accurately, at a rate that reflects the actual 
experience of the company with respect to acquisition costs; (2) 
the reduction at current tax rates of the equity in unearned pre¬ 
mium reserve and of unrealized portfolio appreciation. 

Stock values, prices, dividends, and yields. The market value 
of the stock of a fire insurance company is affected by: (1) its 
liquidating value; (2) its earnings record and prospects, in both 
amount and stability; (3) the dividend policy of the company; 
and (4) the condition of the stock market as a whole. The majority 
of stocks sell at around orthodox book value and at less than 
liquidating value, reflecting their rather modest total earnings, 
the instability of underwriting profits, and the very conservative 
dividends, which are usually considerably less than the net in¬ 
vestment income. For 66 fire and casualty companies analyzed 
by Blyth & Co., Inc., the following composite relationships are 
revealed as of 1950: 


Average price, December 30, 1950 . $52.11 

Net investment income per share. $ 3.35 

Total earnings per share, 1950 . $ 4.55 

Total earnings per share, average 1946-1950 . $ 3.77 

Price-earnings ratio (1950) . 11.45 

Price-earnings ratio (average 1946-1950) . 13.82 

Annual indicated dividend. $ 1.87 

Yield (at December 30, 1950). 3.59% 

Per cent of dividend to investment income. 55.8% 

Capital funds (orthodox book value) per share. $53.32 

Liquidating value (after tax adjustment) . $62.69 

Ratio of market price to book value (orthodox)_ 97.7% 

Ratio of market price to liquidating value. 83.1% 


The market for insurance company stock. Like those of banks, 
stocks of insurance companies are not listed; however, those of 
the larger companies enjoy an active over-the-counter market and 












STOCKS OF FIRE INSURANCE COMPANIES 547 


their market prices, on a bid-and-asked basis, are found in the 
financial sections of the metropolitan dailies and in the financial 
journals and services. 

In general, stocks of fire insurance companies are, with some 
exceptions, regarded as conservative investments offering regular 
but modest dividends (in some cases over a long period of years), 
diversification through a portfolio of selected securities, and the 
opportunity for long-term appreciation. The growth prospects 
derive from the ploughing back of any underwriting profits, cap¬ 
ital gains, and part of the investment income. This ploughing back 
results in a growth in liquidating value per share, except under 
adverse general market conditions. But, as in the case of any 
other securities, the results to the investor depend also on the 
proper timing and selection of the individual stocks purchased— 
timing with respect to the course of the market as a whole and the 
outlook for the industry, and selection with respect to those com¬ 
panies showing the most favorable record and prospects. 



CHAPTER 29 


INVESTMENT COMPANY SECURITIES 


Scope. The purpose of this chapter is to describe the invest¬ 
ment characteristics of the most rapidly growing medium of in¬ 
direct investment—the investment company—and to suggest 
methods by which its securities may be analyzed. The order of 
discussion is: (1) general nature and purposes, (2) classification 
of types, (3) size and scope, (4) early development, (5) later 
experience, (6) regulation, (7) lesser forms of investment com¬ 
panies, (8) financial statements and prospectuses, (9) capitaliza¬ 
tion and leverage, (10) organization and management, (11) dis¬ 
tribution and redemption of shares, (12) purchase and sales com¬ 
missions, (13) investment policy, (14) measures of performance, 
(15) senior securities and warrants, (16) special uses, (17) tax 
status, (18) prices, dividends, and yields. 

Nature of the investment company. Investment companies are 
financial institutions that invest the funds of a large number of 
individual investors in a substantial portfolio of securities, and 
so obtain advantages that the individual investor might not enjoy 
through direct investment in securities of his own choosing. There 
are other institutions, such as banks and insurance companies, 
that engage in the management of a portfolio of securities but 
these are established for specific purposes other than investment. 
The usual purpose of the investment company is to operate a 
collective fund contributed by a number of shareholders and 
possibly creditors, each of which, through the medium of the 
large portfolio, has a stake in a variety of individual companies at 
possibly a very low total outlay. 

The investment company is financed through the issue of shares 
(and, in some cases, of bonds and preferred stock), the proceeds 
of which are distributed over a number of securities to obtain a 
spreading of risk. As indicated later, the aims of these companies 

5-18 
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differ with respect to emphasis on income or capital appreciation. 
In any event their hope is to produce results in one or possibly 
both of these respects superior to what the investor could obtain 
through managing his own funds with his limited capital and lack 
of expert knowledge. The true investment company is to be dis¬ 
tinguished from the holding company, which, through its owner¬ 
ship or control of subsidiaries, undertakes the management of the 
concerns in which it has an interest.' 

General purposes and advantages. The general advantages that 
the investment company holds out to the investor may be sum¬ 
marized as follows: 

1. Diversification for a small outlay. Through the purchase 
of one share in an investment company, the investor may obtain 
an interest in a portfolio containing as many as 300 securities. 
The portfolio may contain a cross-section of types of securities, 
of industries, and of companies. 

2. Selection of securities in the industries and companies by 
experts who have at their disposal research and talent facilities 
not available to the individual investor. Such professional super¬ 
vision should result in continuous adjustment to changes in market 
and business conditions. 

3. Appropriate timing of purchases and sales within the port¬ 
folio presumably on the basis of seasoned judgment. 

4. Convenience through the handling by the investment com- 
panv for its shareholders of all the details connected with the 
ownership of corporate securities. 

5. Simplicity of estate management and settlement. Equal divi¬ 
sion of an estate may be made without a possibly disadvantageous 
conversion to cash. 

The first four of these advantages are of special interest to the 
small investor. The investor of means can obtain them through 
the employment of investment counsel, and can afford the fees 
required for such service. (Even so, the diversification possibili¬ 
ties are becoming increasingly attractive to large investors in a 


• The New York Stock Exchange has defined investment companies as "such 
companies as arc engaged primarily in the business ol investing and re-investing in 
securities of other corporations for the purpose of revenue and for profit and not in 
general for the purpose of exercising control.” 
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position to buv several funds.) But it must not be assumed that 
all investment companies offer these services in equal degree. 
Companies differ in their objectives (notablv in the choice be¬ 
tween income and appreciation as the main goal), in the degree 
of discretion allowed the management, in performance, in meth¬ 
ods of operation, in the real degree of diversification achieved, 
and in many other respects. The investor’s problem is to select 
the company that will achieve for him the investment objectives 
that he would like to obtain by direct action but which are diffi¬ 
cult or impossible through direct management of his own funds. 

Types of investment companies. Investment companies are 
subject to classification by a number of criteria: 

1. By degree of managerial discretion. In the management in¬ 
vestment companies, the management has power to change port¬ 
folio securities at its discretion, subject to any specific restrictions 
that may be contained in their organization charters or in the 
law. Unit or fixed (and semi-fixed) trusts have portfolios that are 
rigid, or nearly so, in which the power of substitution is either 
denied or rigidly limited. The fixed trust is an arrangement by 
which the shareholder purchases shares or units representing a 
proportional interest in a specific portfolio of securities. 

2. By arrangements for issuance and redemption of shares. 
Closed-end companies have a fixed capitalization. The securities 
they have issued are purchased and sold on the market like those 
of other companies. They do not make a continuous offering of 
shares nor do they agree to redeem their shares at the request of 
the investor. Open-end companies (known generally as “mutual 
funds”) stand ready to redeem their shares at net asset value, on 
demand, and most of them make a continuous offering of shares 
at their net asset value (calculated daily) plus a commission or 
loading fee. 

3. By type of capital structure. “Non-leverage" companies (in¬ 
cluding all open-end funds with one or two exceptions) have only 
common stock outstanding, although they may gain some leverage 
benefit from short-term bank loans. “Leverage” companies have 
outstanding senior capital in the form of bonds or bank loans 
and/or preferred stock. Consequently, any increases and de¬ 
creases in asset value and in earnings are magnified insofar as 
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their common stock is concerned. The significance of lev erage will 
he discussed in more detail in a later section of this chapter. 

4. Bv tvpe of portfolio securities. The portfolio held by the 
investment company may consist entirely of common stocks, with 
various degrees of diversification. (By legal definition a "diver¬ 
sified company" is a management company in which holdings of 
one company do not exceed 10 per cent of the outstanding voting 
securities of that company or 5 per cent of the investment com¬ 
pany’s own total assets.) Or the portfolio may be "balanced," that 
is, may contain bonds and preferred and common stocks of a 
variety of companies, with minimum proportions of each type 
stipulated by the investment company’s charter. (The term 
"diversified bond-stock fund" is sometimes used instead of "bal¬ 
anced fund.’’) Some funds contain no restrictions. Other types 
invest solely in bonds, low-grade or high-grade, in preferred 
stocks, or in stocks of one industry ("specialized" funds).* 

5. By degree of risk. Funds range from the very conservative 
to the very speculative. On the extreme conservative side are 
funds invested in high-grade bonds; at the other extreme are those 
emphasizing low-priced volatile common stocks and special situa¬ 
tions. The investor should make a point of determining, from the 
announced policies of the management and the character of the 
portfolio, whether the fund is designed for safety or for high but 
uncertain income or capital appreciation. 

6. By investment purpose. Closely allied to the foregoing is 
the classification according to the objectives and purposes of the 
fund. Some funds are designed for regular and modest income, 
others aim at capital appreciation, while still others hope to pro¬ 
duce both reasonable income and growth in market value. 

* Wiescnbcrgcr classifies the open-end investment companies described in his 
book into five groups with respect to type of portfolio: 



Total Set Assets 

Per Cent 


Dec. 31,1950 

°l 


(in millions) 

Total 

Diversified Bond-Stock .. . 

... $ 796 

31X 

Diversified Common Stock 

1,375 

53 

Bond . 

173 

7 

Preferred Stock ... 

73 

3 

Specialized. 

164 

6 


$2,581 

1001 


(Arthur Wiescnbcrger, Investment Companies, 1951 ed., p. 103.) 
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7. By tax status. The majority of investment companies have 
elected to be classed as “regulated" for tax purposes, in order to 
obtain the tax concessions provided by the Internal Revenue Act. 
Classification by tax purpose suggests two groups: (1) companies 
taxed like other corporations with respect to income derived 
from interest and dividends and capital gains; (2) “regulated 
companies” choosing to pay out substantially all net income de¬ 
rived from interest and dividends and which may or may not 
retain realized capital gains and pay a tax on the same. The tax 
status of investment company securities will be discussed in more 
detail later in this chapter. 

8. By type of purchase contract. The shares of fixed or unit- 
type funds, and of management funds, are purchased outright. 
Two other arrangements are sometimes found: (1) periodic pay¬ 
ment plans whereby investors may acquire shares in investment 
companies or interests in investment funds by making regular 
payments to a banking institution as custodian or trustee over a 
peiiod of years; ' (2) the purchase of face-amount installment 
certificates by which the investor agrees to make regular payments 
to the company over a period of years, in consideration of which 
the company agrees to pay the investor a specific sum of money 
on a future date. The investors installments are invested by the 
company in mortgages and in securities. 

9. By type of organization. The fixed trusts and some of the 
earlier management trusts are trusts in fact; however, most in¬ 
vestment companies are now organized as corporations. The use 
of the trust form of organization in Europe and in the early years 
in the United States led to the expression "investment trust”— 
a term which has given way to “investment company” or “in¬ 
vestment fund" in recent years. 

The variety of classifications listed above suggests that the in¬ 
vestor has a wide choice in his selection of a fund, on a variety 
of bases. A feasible reclassification by main types would be as 
follows: 

1. Fixed and semi-fixed trusts. 

2. Management companies: 


3 This arrangement should not be confused with the accumulation plans whereby 
shares in open-end funds are acquired regularly. See p. 577. 
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(a) Open-end or "mutual funds," non-leverage, with a 
range of types of portfolio and purposes. 

(b) Closed-end, both leverage and non-leverage, with a 
similar range. 

3. Minor types: 

(a) Periodic payment plans. 

(b) Face amount installment certificates. 

Scope of the group. The Securities and Exchange Commission 
reports that as of June 30, 1950, 366 investment companies were 
registered with it under the Investment Company Act, with esti¬ 
mated total assets of approximately $4,700,000,000. This repre¬ 
sented a growth of a billion dollars since the middle of 1949. 
Included in this total number of companies were 150 management 
open-end, 105 management closed-end, and 111 minor types. 4 

More detailed information concerning management companies 
as of December 31, 1950, is provided by the National Association 
of Investment Companies and reported by Wiesenberger. The 
data cover the leading companies that in effect comprise the 
industry. (See table on page 554.) 

It is apparent that the major growth in the industry has taken 
place in the open-end classification, whose assets have increased 
sixfold since 1940, and which are now owned by a million share¬ 
holders. This increase has resulted from a growth in the number 
of shares issued (net after redemptions) and from rising portfolio 
values. The ratio of redemptions to new-share sales, which for the 
whole group rose to 56 per cent in 1950, is very significant to the 
open-end fund. Constant efforts to promote the sales of new 
shares, and thus to prevent shrinkage and liquidation, are en¬ 
couraged by generous dealer commissions. 

European background and early American history. As far back 
as the 1860's, investment trust organizations were formed abroad, 
notably in England and Scotland, for the purpose of providing 
an investment service to individuals who felt either unable or 
unwilling to select their own securities. These European trusts 
were in general conservatively managed, with emphasis on in¬ 
come rather than on capital appreciation. The closed-end leverage 
type predominated to serve the purposes of a variety of investors. 

1 Sixteenth Annual He port of the S. E. C\, 1950, pp. 140-141. 
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INVESTMENT COMPANIES 

ASSETS, SHAREHOLDERS, AND SALES OF NEW SHARES 


1940-1950 

(dollar figures in millions) 


Year 

Net Assets 

(Open-end companies only) 

Open- 

End 

Closed- 

End 

Total 

No. 

of 

Share¬ 
holders 
(thou¬ 
sands ) 

Cross 

Sales 

Redemp¬ 

tions 

Net 

Sales 

1940 

$ 448 

$614 

$1,062 

296 

$ - 

$ - 

$ - 

1941 

402 

523 

925 

293 

53 

45 

8 

1942 

487 

557 

1,044 

313 

73 

25 

48 

1943 

653 

709 

1,362 

341 

116 

51 

65 

1944 

882 

739 

1,621 

422 

169 

71 

98 

1945 

1,284 

971 

2,255 

498 

292 


182 

1946 

1,311 

851 

2,162 

580 

370 

143 

227 

1947 

1,409 

771 

2.180 

672 

267 

89 

178 

1948 

1,506 

745 

2.251 

722 

274 

127 

147 

1949 

1,974 

794 

2,768 

842 

386 


278 

1950 

2,531 

843 

3,374 

939 

519 

281 

238 


Source: Arthur Wiesenbcrger. Investment Cempanies. 1951 edition. 


Very wide diversification was practiced. Operating expenses were 
modest and profits derived from the sale of securities were re¬ 
served for lean periods rather than being reported as earnings 
and distributed as dividends. 

The success of the British and Scottish investment trusts during 
the early years of the present century encouraged the formation 
of investment organizations in the United States. This develop¬ 
ment began shortly after 1920 and reached its peak in 1929, when 
stock market prices reached extremely high levels. The concur¬ 
rence of the two peaks was more than a coincidence. 

American investment companies were organized along lines 
distinctly different from those adopted by the European com¬ 
panies. The earlier American companies were formed as corporate 
promotions which involved heavy expenditures for advertising 
and solicitation of subscriptions. High-salaried operating staffs 
were employed, as much to impress prospective subscribers as 
to produce profitable operations. Investment policies were adopted 
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which attracted capital from speculators more than savings from 
investors. Closed-end companies, many of them with high lev er¬ 
age, were in vogue, along with some fixed trusts whose portfolios 
consisted of the “blue chips” of the day. The American companies 
operated far less conservatively than did the European companies. 
They sought trading profits as a prime source of income and 
selected common stocks to a much greater extent than bonds or 
preferred stocks. They reported profit on securities sold as part of 
operating earnings, relying upon their skill as market analysts to 
avoid losses in years of declining prices. They gave wide publicity 
to unrealized appreciation on securities owned, thereby influ¬ 
encing high market prices on their own issues and attracting 
speculative buyers. Many of the larger companies were formed 
as affiliated organizations of established investment banking firms 
and brokerage houses, and thereby became, in some cases, “dump¬ 
ing grounds” for inferior securities owned by the sponsoring 
firms, or the source of substantial brokerage commissions from the 
purchase and sale of securities. Sales, rather than sound invest¬ 
ment policies, was the dominating factor in the minds of manage¬ 
ment. By the end of 1929 there were approximately TOO investment 
trusts or companies; their total assets were in excess of $7 billion. 

The experience of the American investment companies during 
the 1927-1932 period of declining security prices was most un¬ 
fortunate. Practically all of the companies had invested chiefly in 
common stocks when the market reached its ultimate peak in 
1929 and failed to liquidate on the declining markets of the next 
two years. The losses sustained were enormous, since many of the 
large companies were formed in 1928 and 1929 just prior to the 
collapse of the market. The total assets of investment companies 
declined to about $2 billion at the end of 1932. Nevertheless, a 
few large and conservative companies survived the depression 
years with unbroken dividend records. 

Later experience. The decade of the 1930 s was a period of 
confusion. After the collapse in security values in 1929-1932 and 
with the loss of faith in management, the pendulum of interest 
swung away from the management type of trust or company to the 
fixed type of trust. The popularity of this type of trust was, how¬ 
ever, short-lived, as it became clear that no fixed list of securities 
would remain “blue-chip ’ over a period of years. And the appeal 
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of the fixed type was also affected by the fact that their shares 
sold consistently below net asset value. During the 1930 s many 
liquidations, reorganizations, and consolidations reduced the num¬ 
ber of companies bv a substantial proportion, although a con¬ 
siderable number of new concerns were established. In 1935, the 
Securities and Exchange Commission began its exhaustive study 
of the industry that culminated in its report of 1939-1940, which 
in turn led to the passage of the Investment Company Act of 
1940. 3 

In the years since 1940, the investment company has had a 
very rapid expansion as a result of the confidence engendered by 
the new Federal regulation, the growing interest in equities in 
general, and the strenuous sales efforts on the part of the dis¬ 
tributors and dealers. The improved record of the companies de¬ 
rived from the increased emphasis on managerial performance 
and the trend away from sponsorship by investment bankers, 
brokers, and dealers to firms devoting full time to this phase of 
the investment business have had salutary results. As indicated 
by the data previously presented, this period has been charac¬ 
terized by a remarkable growth in the open-end funds. Shares in 
open-end companies are easy to buy, easy to redeem, and easy to 
understand. In addition, the group of investment companies in¬ 
cludes a wide choice ranging from the conservative to the specu¬ 
lative, with objectives of income, capital appreciation, or both. 
These and other attributes of open-end or mutual companies, both 
favorable and unfavorable, will be discussed in later sections of 
this chapter. 

Regulation. Investment companies are subject to both state 
and Federal regulation. With a few exceptions, state “blue-sky” 
laws deal mainly with the distribution of securities rather than 
with company operation and management. Far more important is 

5 Securities Exchange Commission. “Investment Trusts and Investment Com¬ 
panies” (Washington, 1939-1940). The sections of this comprehensive nine-volume 
study of the history, characteristics, operations, and management of the industry 
are: Part I, “The Nature. Classification, and Origins of Investment Trusts and 
Investment Companies”; Part II, "Statistical Survey”; Part III, “Abuses and Defi¬ 
ciencies in the Organization and Operation of Investment Trusts and Investment 
Companies” (dealing with history and background, distribution and repurchase 
of shares, shifts in control, mergers, capital structure, accounting practices, spon¬ 
sorship and management); and "Supplementary Reports” on British trusts, invest¬ 
ment counsel and management, installment investment plans, and fixed and 
semi-fixed trusts and oilier minor forms. 
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the Federal regulation under the Investment Company Act of 
1940, which provides for the registration with the Securities Ex¬ 
change Commission of every investment company with more than 
100 security holders. Unregistered companies are forbidden to 
conduct an interstate business and are denied the use of the mails 
for purchase or sale of securities. The general purposes of the 
Act are to prevent the recurrence of the abuses that characterized 
the earlier history of the investment company and to assure the 
dissemination of accurate and adequate information. In addition 
to the regulations of this Act, companies offering shares to the 
public in interstate commerce or through the mails are also subject 
to the Securities Act of 1933, and those whose securities are listed 
must compiv with the provisions of the Securities Exchange Act 
of 1934. 

The major provisions of the Investment Company Act, together 
with important rulings of the Commission, may be summarized 
along the following lines: 

1. Registered companies must file with the Commission a regis¬ 
tration statement covering their background, mode of operation, 
and intended investment policy. This information must be kept 
current by periodic reports filed with the Commission. 

2. For management companies, minimum capital is set at 
$100,000 before stock may be publicly offered; this stipulation 
discourages the formation of small and weak concerns. 

3. Closed-end companies may issue funded debt or incur a 
bank loan (after 1940) only if it is covered three times by assets; 
preferred stock must be covered twice. Only one class of bonds 
and one class of preferred may be issued, and preferred stock 
must have voting rights. Open-end companies formed after 1940 
may not issue senior securities, and any bank loans must be cov¬ 
ered three times by assets. Capital structures set up prior to 1940 
are not affected bv these restrictions. 

4. Each management company must declare clearly its basic 
investment policies, and. once stated, these can be changed only 
with majority stockholder approval. This restriction would pre¬ 
vent a declared "diversified" company from becoming non-diver- 
sified without notice. Margin trading and short selling by the 
company are prohibited. 
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5. Semiannual reports must be issued to stockholders. Most 
companies now issue stockholder reports quarterly. The reports 
must present balance sheets, income and surplus statements, the 
composition and value of portfolio items, the aggregate purchases 
and sales made during the period covered, and the remuneration 
paid to officers, directors, and advisers. The Commission has the 
power to require certification of statements by independent public 
accountants and to promulgate uniform accounting rules. 

6. Sales practices are largely self-regulated through the rules 
of fair practice of the National Association of Securities Dealers, 
Inc., an organization subject to the jurisdiction of the Commis¬ 
sion. All sales of new securities must be made in compliance with 
the Securities Act of 1933. 

7. Sales promotion literature is governed by the “Statement of 
Policy issued in 1950, which deals with methods of stating per¬ 
formance results, claims in regard to management ability, and 
other items. 0 

8. A number of other provisions cover certain standards of 
conduct and operation, including intercompany investments, self¬ 
trading, dealings with sponsors, affiliations of directors, and cus¬ 
todianship of assets. 

9. Certain regulations governing the sales practices, financing, 
and operations of fixed trusts, installment plans, and face-amount 
certificate companies are included in the Act. 

10. The Act contains severe penalties for fraud, embezzlement, 
and willful violation of its provisions. 

In addition to state and Federal regulation, the activities of the 
National Association of Investment Companies have had a salu¬ 
tary effect on the attitude of investors toward management com¬ 
panies. This organization has worked closely with the S. E. C. 
and with state and tax authorities to improve standards and 
public relations. 

G Section (H) of the Statement of Policy states that it will be considered ma¬ 
terially misleading for open-end company sales literature "to use any comparison 
of an investment company security with any other security or medium of invest¬ 
ment or any security index or average without jwinting out: (1) that the par¬ 
ticular security or index or average and period were selected; (2) that the results 
disclosed should be considered in the light of the company's investment policy 
and objectives, the characteristics and quality of the company's investments, and 
the period selected; and (3) any factor necessary to make the comparison fair.” 
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The existence of regulation does not guarantee the investor 
against loss or assure him of success in his use of the investment 
company as a medium of indirect placement of funds. It does, 
however, offer him reasonable protection against malpractices 
and its disclosure provisions assure him of adequate information, 
on the basis of which he should be able to make his selections with 
intelligence. 

Fixed trusts and other lesser forms. While major investment 
interest today centers on the management companies, there are 
still outstanding securities of a number of the lesser forms of in¬ 
vestment companies. 

In the creation of fixed or unit-type trusts, definitive blocks of 
certain dividend-paying stocks are purchased and are deposited 
with a trustee, and against them certificates of ownership are 
issued in small denominations. Ten shares each of 30 different 
common stocks of well-known companies might be purchased at 
a total cost of $12,000 and deposited with a trustee against the 
issue of 10,000 shares of stock. These shares might be sold at $1.32 
each, thereby giving the sponsors a gross profit of $1,200, known 
as the “markup,” out of which distribution expenses would be paid. 
As dividends are received bv the trustee, a small fee is retained, 
and the remainder is distributed proportionately to the share¬ 
holders. After the first block of 10.000 shares is sold, the process 
is repeated indefinitely, the sales price being adjusted each day 
to prevailing quotations on the deposited securities. The deposited 
stock remains in the custodv of the trustee for a fixed term, usually 
20 or 25 years, and is exchangeable for trust shares only when 
offered in full block units of 10,000 shares. The full block unit 
presumably represents a cross-section of American industry. 

In the earlier issues of fixed trust shares, provision was made 
for the elimination of deposited issues only in what was then re¬ 
garded as the unlikely complete discontinuation of dividend pay¬ 
ments on such issues. In that event, the provisions required the 
immediate sale of the stock and the proportionate return of the 
proceeds to shareholders. The disadvantage of this provision 
which forced a sale at an inopportune time and forbade the rein¬ 
vestment of the proceeds in another issue at any time became 
apparent during the years subsequent to 1929 and led to the 
development of the semi-fixed type, under which stocks may be 
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held even if dividends are passed and under which other specified 
stocks may be substituted if any of the original issues are sold. 

The provisions under which fixed trust shares are issued usually 
require that the trustee make a complete distribution of all income 
received, whether in the form of cash, stock, or rights. In that 
event, shareholders should realize that all distributions in excess 
of cash dividends are not income but are return of capital invest- 
ment. 

The determination of fair value in a fixed trust share is arrived 
at through the ascertainment of the liquidating value of the de¬ 
posited shares. Such calculations are being made constantly by 
the sponsoring firms and the trustees. If the trust is of the mutual 
type which makes redemption mandatory at the option of the 
shareholder, the liquidating value largely fixes the market value. 

If the trust is not mutual, however, and especially if the sponsors 
are no longer active, the holder of such “orphan” shares may have 
difficulty obtaining a fair price. 

The basic defect of the fixed trust is its lack of flexibility. No 
fixed list of securities remains ideal over a period of time. Invest¬ 
ment interest has shifted almost entirely to the management type, 
under which substitutions may be made freely. 

Periodic payment plans provide for the gradual purchase of 
investment company stock or other securities by regular payments 
to a custodian, each payment (less costs) being invested in se¬ 
curities at their then market price. The selling company or sponsor 
charges a commission, and in addition there is the loading fee or 
“secondary sales load” on any investment company or trust securi¬ 
ties that are being purchased. The Investment Company Act 
provides that companies offering installment plans shall not charge 
a sales load exceeding 9 per cent of the subscriber's total payments 
and that the sales load shall not exceed one-half of the subscriber’s 
payments for the first 12 months. The value of the investor's hold¬ 
ings is thus sharply reduced if the shares are liquidated early, 
and over the life of the arrangement will depend on the market 
value of the securities that the payments have obtained. At the 
end of the contractual period the shares purchased are delivered 
to the investor. 

The appeal of the contractual installment arrangement has 
virtually disappeared with the development by open-end com- 
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panies of dollar-averaging or multiple-purchase plans, described 
later in this chapter, that avoid the relatively high administrative 
costs of the contractual arrangement. 

The other minor form of arrangement, now quite uncommon, is 
the face-amount certificate plan whereby the investor buys a 
contract that provides for the return bv the seller of a lump sum 
of money at a specific future date equivalent to the amount paid 
in plus compound interest. The selling company invests the 
periodic payments toward this contract in mortgages and securi¬ 
ties. The chief disadvantage of this arrangement is that if the 
investor should withdraw during the first few years before the 
maturity date, the cash surrender value of his contract is less than 
the accumulated payments that have been made. The Investment 
Company Act of 1940 requires that companies that offer these 
certificates keep on hand a reserve equal to at least 93 per cent 
of subscriber payments, and that the cash value of the contract 
shall never be less than 50 per cent of the reserve. 

The remainder ol this chapter will deal with special aspects 
of management companies l>ecause of the relative unimportance 
of the lesser forms described above. 

Financial statements. As indicated previously, investment com¬ 
panies are required to issue to stockholders at least semiannually 
reports containing detailed financial portfolio information. For 
closed-end trusts, the statements include: (1) balance sheet; 
(2) income and expense statement; (3) statement of surplus; and 
(4) in some cases, a summary of assets and liabilities. For open- 
end companies, the exhibits include: (1) a statement of net assets, 
(2) income and expense statement, (3) a statement of changes 
in net assets, and (4) the record of net asset value and distribu¬ 
tions per share for at least the three preceding fiscal years. 

The balance sheet of the closed-end company usually carries 
the investments at cost; their market value is shown separately in 
the summary of assets and liabilities which reveals the gross assets 
at market value, and the asset coverage of funded debt, preferred 
stock per share, and common stock per share, at the date of the 
statement. The statement of net assets of the open-end companies 
shows investments at market value, so that, after deduction of 
liabilities, the net assets applicable to total outstanding shares 
and the net assets on a per-share basis are revealed. 
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For both types of companies, the statement of income must 
itemize each category of income or expense that represents more 
than 5 per cent of income or expense. The statement shows divi¬ 
dend and interest income from securities owned, less general ex¬ 
penses including investment and administrative expenses, and 
interest on any debt. Federal income taxes may be deducted be¬ 
fore the figure for net income, depending on the policy followed 
with respect to tax status. Gains on securities, realized and un- 
realized, are excluded. 

Statements of the Commonwealth Investment Company, an 
open-end "balanced’' fund, as of June 30, 1951, are reproduced 
below and on the following pages. 

COMMONWEALTH INVESTMENT COMPANY 
Statement of Assets and Liabilities 
June 30, 1951 

Assets 

Securities at market quotations (carried on books of company at 

average cost, $29,100,606.53) .. 

Cash-Demand deposits . 

Receivable for capital shares sold.’ 

Receivable for investments sold.. 

Dividends and interest receivable. 

Total assets. 


Liabilities 

Accounts payable. $ 29,390.35 

Payable for capital shares purchased. 129,801.77 

Payable for investments purchased. 758,623.32 

Dividend payable, July 2, 1951 . 305,771.48 

Total liabilities. .. 

Net assets applicable to outstanding capital shares, June 30, 1951 S33,132,l 14.44 

Number of outstanding shares of capital stock, June 30, 1951 ... 5,147,121.391 

Net asset value per share, June 30, 1951 . $6.44 

Note: No provision has been made for Federal income lax, since it is the present intention 
of the company to continue to compute such tax as a regulated investment company 
and, in accordance with the Internal Revenue Code, to declare as taxable distributions 
all or substantially all of the taxable income and capital gains for the year 1951. 
Under the Internal Revenue Code, only the undistributed portion of such taxable 
income and capital gains is subject to tax. 

The statement of changes in net assets found in the open-end 
report itemizes the investment income and dividends paid there¬ 
from, as well as realized capital gains and dividends paid there¬ 
from. The report thus explains the derivation of the total net 


$30,982,230.00 

2,656,983.43 

358,173.68 

176,371.04 

181,943.21 

$34,355,701.36 


1,223,586.92 
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assets figure exhibited in the previously mentioned statement of 
net assets. To the net assets at the end of the previous period are 
added any undistributed realized gains (or loss) on sales of in¬ 
vestments (the net income from ordinary operations having all 
been distributed), the increase or decrease in unrealized appre¬ 
ciation of assets, and the net increase in shares outstanding. 

The required reports also include a complete portfolio of se- 

COMMONWEALTH INVESTMENT COMPANY 
Statement of Income and Expense 
(Excluding Gain or Loss on Sales of Investments) 

For the Six Months Ended June 30, 1951 


Income: 

Dividonds-Cash (see Note 1). $721,698.22 

Interest. 32.228.25 

Other income (preferred stock arrears) (see 

Note 2). 1,800.00 

Total. ... $755,726.47 

Expenses: 

Services rendered by North American Securities Company: 

Supervision and management of investments 

(see Note 3) . $ 79,486.88 

Services in connection with issuance and trans¬ 
fer of shares and dividend disbursements 2,246.78 

Total . $ 81,733.66 

Directors' fees . 420.00 

Custodian fees . 6,000.00 

Audit and legal fees . 2,297.50 

Printing and office supplies. 4,157.91 

Miscellaneous expenses. 6,087.07 

Taxes. 5,585.68 

Total 106,281.82 


Net income (excluding gain or loss on sales of investments) (see 
Note 4) . $649,444.65 


Note: I. Dividends are taken into the accounts at their ex-dividend dates. Dividends received 
in securities, other than capital stock of the same issuer, if any, are taken into the 
accounts at their respective market values. 

2. Dividends on preferred stock in arrears do not exceed the stated dividend rates 
for the periods held. 

3. Fees for management services are determined quarterly on the basis of % of 1 % of 
the net asset value. 

4. See note to Statement of Assets and Liabilities. 

curities held, usually classified by types of security and by in¬ 
dustry and showing the percentage of each classification to total. 
The amount and market value of each item owned on the date 
of the balance sheet are included. 
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COMMONWEALTH INVESTMENT COMPANY 

Statement of Changes in Net Assets 
For the Six Months Ended June 30, 1951 

Net assets (valuing securities owned at market quotations) De¬ 
cember 31,1950 . $25,954,758.19 

Net income (excluding gain on sales of invest¬ 
ments) as per statement . $ 649,444.65 

Less-Distributions paid (11 cents per share) 

(see Note 1) . 532,964.20 

Balance of net income. 116 480.45 

Net realized gain on sales of investments (see 

Note 2) . $ 500,731.17 

Less-Distribution paid from prior year's gain 

(5 cents per share) . 225,219.78 

Balance of net realized gain on sales of investments . 275,511.39 

0 Less decrease in unrealized appreciation of assets: 

Unrealized appreciation, December 31, 1950 .. $2,408,674.07 

Unrealized appreciation, June 30, 1951 . 1,881,623.47 °527,050.60 

Capital shares sold and repurchased: 

Receipts for 1,387,194.297 shares sold . $9,256,348.38 

Cost of 290,179.081 shares repurchased_ 1,943,933.37 

Net increase of 1,097,015.216 shares outstanding. 7,312,415.01 

Net assets (valuing securities owned at market quotations) 

June 30, 1951 . $33,132,114.44 

Note: I. Distributions paid of II cents a share from net income include a dividend of 6 
cents a share payable July 2. 1951, to stockholders of record June 14. 1951. 

2. The net realized gain on sales of investments has been determined at average cost. 
For tax purposes such cost is determined on the first-in. first-out basis. 

The surplus statement of the closed-end company shows the 
derivation of the earned and capital surplus figures on the balance 
sheet, after adding to previous earned surplus the ordinary net 
income and any profit (or loss) on sale of securities and deduct¬ 
ing the dividends paid during the reported period. 

In addition to the periodic reports, prospectuses are prepared 
by the closed-end company when it offers new securities; the 
open-end company issues a new prospectus regularly because it 
makes a continuous offering of new shares. In addition to financial 
statements, the open-end prospectus contains material concerning 
the history, functions, investment policies, capitalization, man¬ 
agement, provisions for purchase and redemption of shares, price 
of shares, and dividend record of the company, together with a 
complete portfolio shown at both cost and market. 

Capitalization and leverage. The capitalization of the open-end 
company (with one or two exceptions) is simple, consisting of 
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one type of stock. In contrast, most closed-end companies have 
senior securities outstanding in the form of bonds and/or pre¬ 
ferred stock, and may also have incurred bank debt. It is this 
senior financing that provides leverage. This arises from the fact 
that the senior securities have a fixed claim on assets and earnings, 
so that when these rise, the increase belongs to the common stock. 
Likewise, when total asset value and income (before interest and 
preferred dividends) decline, the shrinkage is magnified insofar 
as the common stock is concerned. It is leverage that causes the 
common stock of some closed-end companies to increase or de¬ 
crease in market value more than the market rises or falls as a 
whole.’ 

The effect of leverage is accentuated when the portfolio of the 
company includes common stocks that are themselves junior se¬ 
curities of their issuing companies. Thus, the least total leverage 
is found in companies with only common stock outstanding and 
with portfolios that are very conservative, and the highest is found 
in those which have issued bonds and preferred to a high pro¬ 
portion of total capital structure and have a portfolio that is 
speculative. The closed-end group of investment companies in¬ 
cludes a wide range in this respect. Wiesenberger uses the follow¬ 
ing classification: (1) non-leverage; (2) low leverage-senior 
capital not exceeding 20 per cent of total assets; (3) moderate 
leverage-companies with senior capital of 20 to 30 per cent of 
total issues; (4) high leverage-ratio of senior capital to total 
assets of 40 to 75 per cent; and (5) extreme leverage, with pos¬ 
sibly no asset value at all pertaining to the common stock. H This 


: A simple illustration will serve to indicate the effects ol leverage. Suppose that 
a fund starts with total assets of $ 10 , 000,000 and has a capitalization consisting of 
$ 0 , 000,000 in par \aluc ol ImiikIs and preferred outstanding (the preferred having 
a liquidating preference of par value) and 500,000 shares of common stock. The 
asset value per share of common is $10.00. If the value of the total assets increases 
50 per cent to $15,000,000, the equity of the common stock becomes $10,000,000 
or $20.00 per share, a 100 per cent increase. If the value of the total assets de¬ 
creases 50 per cent to $5,000,000, tin- common stock has no equity at all. 

Similar effects would Ik- seen in am increase or shrinkage of total income avail¬ 
able for interest and dividends. Variations in the return to the common stock, after 
fixed interest ami preferred dividends, would Ik- determined bv (a) variations in 
the over-all earnings, and (b) the degree of leverage or ratio of senior capital to 
total assets. 

* Arthur WicsenlK-rger, Investment Cumfionics ( New York: Arthur Wiesenberger 
* Co., 1951 ed.), pp. 213-214 and 221-222. 
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reference also provides examples of the market action and price 
volatility of companies representing these groups. 

Organization, management, and supervision. Investment com¬ 
panies are organized either as trusts or as corporations, with the 
latter form of organization the customary choice of most man¬ 
agement companies. The management (trustees or directors and 
officers) decides on the investment policy to be followed, handles 
the portfolio, and selects the custodian of the portfolio and the 
investment advisor or counsel when outside management and re¬ 
search services are employed (at a fee). The distributing house 
or principal underwriter is often the original sponsor of the in¬ 
vestment company. Although the Investment Company Act re¬ 
stricts the participation of investment banking firms in the affairs 
of the investment company, some are closely allied to large se¬ 
curity houses. Others have no connection with other firms, or are 
sponsored by organizations that have no activities other than the 
sponsorship and management of investment companies. The affili¬ 
ations of the company with other concerns acting either as 
sponsors, managers, or distributing organizations are clearly set 
forth in the prospectus. 

The basic investment decisions are made by the top executives, 
based on the work of the organization's research department or 
that of the employed counsel or management, including security 
analysts, economists, and statisticians. The size of the whole or¬ 
ganization and the degree to which research and analysis are 
carried on vary greatly from company to company. 

Distribution and redemption of shares. Few closed- or open- 
end companies issue their shares directly to the investor. These 
shares are generally sold by the distributor (sponsor or principal 
underwriter) to dealers, who in turn sell to the ultimate buyer. 

Like those of any corporation, the securities of closed-end com¬ 
panies are issued and remain outstanding in the same amount 
unless the company carries on new financing, retires its senior 
securities, or chooses to purchase common stock for the treasury. 
There is no continuous offering of new shares and no provision 
for redemption at the option of the investor. In contrast, new 
shares of open-end companies are, with a few exceptions, being 
continuously offered at their net asset value plus a "loading fee”; 
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hence, the supply is virtually unlimited and the investor can huv 
almost any quantity at any time. The shares of the open-end fund 
may be presented for redemption at any time to the company or 
its sponsor, at net asset value. (A few companies charge a small 
redemption fee.) The company is obliged to redeem within the 
period stated in its prospectus, and in no case in more than seven 
days. In actual practice, most open-end companies repurchase 
very promptly, but the investor runs the risk of a loss in net asset 
value per share if he chooses to redeem during a period of rapidly 
declining security prices. 

The above arrangements give the shares of the open-end com¬ 
pany perfect marketability. Those of the closed-end companies 
that are actively traded on exchanges or over-the-counter have 
good marketability. In 1951, the shares of some 16 closed-end 
companies were listed on the New York Stock Exchange, with 
30 listed on all exchanges combined. The bonds and preferred 
stock of closed-end funds are usually traded only over-the-counter. 

Purchase and sale commissions. The purchase and sale of se¬ 
curities issued bv closed-end companies involve the payment on 
listed issues of brokerage commissions identical with those 
charged for trading in any listed securities. For closed-end se¬ 
curities bought in the over-the-counter market, the investor pays 
the asked price. 

In the case of shares of open-end companies, the buyer pays 
the net asset value per share (calculated twice daily) plus a com¬ 
mission or loading charge in the neighborhood of from six to nine 
per cent of the offering price. On large orders there is usually a 
graduated scale at lower rates." The bulk of this loading charge 
is retained by the local dealer as his sales commission, and the 
balance goes to the principal underwriter or distributor. The in¬ 
vestment company itself is not expected or allowed to shoulder 
any selling expenses. Ordinarily no charge is made for redemption. 

The sales load on open-end company shares has been the sub¬ 
ject of much discussion. If the shares are held for a long period, 
the initial load, amortized over a number of years, becomes a 
modest percentage of any income or capital appreciation received. 

’•’A few funds apply no sales load, but their shares are not generally available 
through loeal dealers and are issued on application to the company itself. 
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But where the investor chooses to hold his shares for a short 
period, the charge may consume any dividends or increase in 
capital value that may have been gained. 

Investment policy. It was indicated previously that investment 
companies by no means follow a uniform investment policy. There 
is a great range in type of portfolio investments held—from the 
most conservative bond funds to the most speculative common 
stock funds. There is an equally wide range in objectives-from 
funds seeking modest but regular income to those frankly seek¬ 
ing capital appreciation. In between these two extremes are all 
sorts of combinations. 

The order of thinking on the part of the investor should run 
as follows: (1) What are my own objectives with respect to the 
portion of my funds that may appropriately be placed in invest¬ 
ment company securities? (2) Which investment company or 
companies have investment policies, as demonstrated by their 
announced objectives and their performance, that come closest 
to meeting my needs? 

Registered investment companies are obliged to state their 
broad investment policies in the prospectuses describing their 
shares. In these statements and in the actual operations of the 
company as indicated by their periodic reports, the policy deci¬ 
sions are revealed by: 

1. The general type of portfolio held. 

2. The degree of actual diversification. 

3. The investment quality of the.portfolio. 

4. The extent to which the fund remains fully invested. 

5. The relative emphasis on stability of income as against trad¬ 
ing profits. 

The general portfolio may consist solely of common stocks, 
of preferred stocks, or of bonds, or it may be a balanced fund 
containing all three of these security types. This is not to suggest 
that there is necessarily a relationship between the type of se¬ 
curity held and the safety or appreciation prospects of the fund, 
for an all-bond fund may be more speculative than an all-common 
stock fund, depending on the character of the portfolio. But in 
general, the funds consisting of senior securities and the balanced 
funds aim at more stability of income and show less volatility in 



INVESTMENT COMPANY SECURITIES 569 


price action than the all-common funds. There are, however, 
gradations in all categories." 

Policy is also reflected in the actual degree of diversification, 
measured by the number of companies represented in the port¬ 
folio, which may range from 30 to 300, and the percentage dis¬ 
tribution of the total dollar value of the fund in different com¬ 
panies and industries. In addition to the limitations set bv the 
Investment Company Act of 1940, each fund has its own diver¬ 
sification policy, and this is announced in its prospectus and re¬ 
vealed by its portfolio. If the investment company is registered 
and publicized as a “diversified * company, it is required by law 
to meet the standards of the Act. Otherwise it may concentrate 
or spread its funds as it wishes, in accordance with its announced 
policy. In general, wide diversification is sought if stability of in¬ 
come is a primary goal. The narrowest diversification is found in 
those funds that are invested in stocks of one industry or, in the 
case of closed-end companies, in “special situations and sub¬ 
sidiaries. 

Regardless of the type of securities in the fund and the degree 
of numerical diversification, the choice still has to be made be¬ 
tween high-grade securities, speculative securities, or a combina¬ 
tion of the two. That is, the fund may or may not be diversified 
from the standpoint of quality. 

Policy must also be made with respect to full employment of 
funds. Some companies, especially those primarily interested in 
producing income, remain virtually fully invested. Others switch 
between cash and bonds, and common stocks, depending on the 
judgment of the management concerning the future course of 
the market. While generalizations are dangerous, it appears that 
the closed-end type is more interested in being fully invested 
than is the open-end. This situation is possibly explained by the 
fact that many of the former have large and continuing interests 
in special situations and subsidiaries. 

The relative importance of income as against trading profits 

1 " Keystone Custodian Funds has no balanced lund but makes available ten 
classes of portfolios: Bl, high-grade bonds; B2, good and medium-grade bonds; 
B3, low-priced bonds; B4. high-return discount bonds; Kl. medium-grade (in¬ 
come) preferreds; K2, speculative or appreciation’ preferreds; SI, high-grade 
common stocks; S2, good-grade "income” common stocks; S3, speculative common 
stocks; S4, low-priced common stocks. 
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is revealed by the changing character of the assets (shifts be¬ 
tween defensive and aggressive positions) and by the source of 
dividends as revealed in the income and surplus statements. The 
investor who is investing primarily for regular income should 
avoid those companies whose dividends depend primarily on 
capital gains. 

It will be noted that in the above list the distinction between 
open-end and closed-end companies does not appear frequently, 
nor does that between leverage and non-leverage companies. 
While there appears to be some relation between the general type 
of company, or the way in which it is financed, and its investment 
policies and objectives (for example, a closed-end trust may seek 
to magnify speculative gains through high leverage), it should 
be recognized that there are some conservative closed-end com¬ 
panies and some very speculative open-end companies, and that 
there are a few leverage companies that follow a more conserva¬ 
tive policy than some companies without senior financing. Pos¬ 
sibly because the open-end company is under pressure to sell new 
shares and must be prepared to repurchase shares on demand, its 
investment policy is directed toward maximum appeal to the 
greatest number of investors; hence regularity of income and 
marketability of holdings are given more emphasis than in the 
case of the closed-end company. 

Most buyers of investment company securities are not willing 
or equipped to make a detailed examination of portfolios and 
portfolio changes. But they should at least be aware of the general 
nature of these policies and how they have worked out in terms 
of actual performance. When an investor buys investment com¬ 
pany shares, he is in effect saying, Here’s my money—you put it 
to work for me. He ought to know something of the type of con¬ 
cern to which he is entrusting his funds, and whether its aims 
and objectives coincide with his own. And he ought to apply some 
tests to determine whether the fund is likely to prove to be good, 
bad, or mediocre for his specific purposes. 

Measures of performance and selection. The first step in the 
selection of an investment company is to eliminate those com¬ 
panies whose announced purposes and records do not coincide 
with the investor’s own investment aims and objectives, and whose 
general policies indicate more or less risk than the investor is 
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prepared to take. Investors requiring recovery of principal would 
avoid all but the most conservative investment shares; all closed- 
end funds and possibly all open-end funds invested wholly or 
partially in common stock would be rejected. Indeed, it is ques¬ 
tionable whether such investors, with United States Government 
bonds available at yields up to 2.9 per cent, should consider any 
investment company securities at all. The same is true for those 
investors requiring virtually absolute assurance of income. 

In the selection of an investment company, the investor should 
be satisfied with the reputation and affiliations of its management. 
Most investors will have to rely on the advice of others in this 
connection, and here the recommendations of bankers, dealers, 
and brokers in whom they have confidence may be very valuable. 

The size, maturity, and rate of growth of the investment com¬ 
pany should receive close scrutiny. The company should be large 
enough to provide adequate diversification (if this is a consider¬ 
ation) and to afford compensation for skilled management with¬ 
out consuming too large a proportion of income for managerial 
and operating expenses. The company should have been in ex¬ 
istence long enough to be tested under periods of both prosperity 
and adversity. Any investment company (and most individual 
investors, for that matter) can show a good performance in a bull 
market; it is the record during both good and bad times that 
counts. The rate of growth of the open-end fund is important not 
only because of its effect on expense ratios, but also because it 
indicates the general appeal that the fund has had to the entire 
investment community. 

The actual performance of the investment company may be 
measured by the application of specific tests that at least serve 
to eliminate those companies that are unworthy of consideration. 
All of these tests should be considered in the light of the purposes 
and objectives of the companies studied, and all of them should be 
carried over a period that includes varying business and capital 
market conditions. Performance over short periods is not repre¬ 
sentative, and the average annual performance over a period may 
have been affected b\ one or two especially good or bad years. It 
is the vear-bv-vear and cumulative records that are impoitant. 
And it should be recognized that, while the past record is signi¬ 
ficant, it does not necessarily follow that identical results will be 
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produced in the future. The following tests apply to common 
stock only. Senior securities of closed-end companies will be dis¬ 
cussed later in this chapter. 

1. Test of total earning power. The total earning power de¬ 
rived from interest and dividends received on a portfolio is meas¬ 
ured by the percentage of such income to the average value of 
the assets held during the year. A consistently low rate of return 
does not necessarily reflect poor management. The fund may 
consist of high-grade securities that are expected to produce 
regular rather than large returns. Or the investment policy may 
be directed more toward capital growth than toward interest and 
dividend income. 

2. Test of operating expenses. The holder of investment com¬ 
pany securities pays for the management of his funds. The man¬ 
agement fee, together with other expenses involved in operating 
the company, should bear a fair relationship to income and to the 
assets managed. For open-end companies, expenses (not includ¬ 
ing interest and income taxes) range between 10 and 15 per cent 
of investment income and between .50 and 1.00 per cent of aver¬ 
age net assets.' 1 Some closed-end companies with specialized 
activities show much higher ratios. These expense ratios should be 
considered in the light of the size and the objectives of the fund. 

As a fund grows, its expenses, other than the fee for management 
('i to H per cent of net assets), do not rise proportionally. And 
the objectives of the fund may require unusually high research 
and management expense, as in those companies that delve 
heavily into special situations. The investor would prefer a com¬ 
pany with a high expense ratio but producing superior results 
to an economically managed fund that produces mediocre results. 

3. Test of net income. To the holder of open-end shares or of 
common stock in a closed-end company, the important earnings 
test is the rate of return produced on the asset value of his shares, 
after all expenses, interest, and taxes. This is the rate he would use 
to determine whether the investment company is doing a better job 
for him than he could do alone. For the major common-stock and 

11 The ratio of expenses to average net assets axeraged .75 per cent for leading 
open-end companies in 1950 and .79 per cent for leading closed-end companies. 

The latter group showed a ratio of expense to gross income of 1-1.9 per cent in the 
same year. (Arthur Wiesenberger, Investment Companies, 1951 ed.) 
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balanced open-end funds, the ratio of net investment income as 
a per cent of average assets held during the year was approxi¬ 
mately 4.5 per cent in 1950, with a range from 2.7 to 5.8 per cent. 
These percentages do not include realized capital gains from 
securities sold. If an investment company managed primarily for 
income can consistently produce a net investment return of 4 
per cent for its shareholders and in addition produce some capital 
gains, it is likely to he doing better than most investors could be 
doing alone. The actual return and the stability of the return are, 
of course, affected bv the objectives of the fund and, in the case 
of closed-end companies, by the degree of leverage. 

4. Amount mul character of dividends. Because of the tax ad¬ 
vantages accruing to investment companies that elect to declare 
themselves “regulated" companies for tax purposes, under the 
conditions described later in this chapter, most investment com¬ 
panies consistently distribute as dividends all net investment 
income and all or a part of realized capital gains. This makes the 
total dividend very erratic, as the capital gains portion varies 
considerably from year to year depending on the securities market 
and the policy of the company concerning turnover of its port¬ 
folio. The company is required by law to state the portion of each 
dividend derived from each of the two sources. The investor 
primarilv interested in income is advised to measure the company 
chiefly by its ability to earn and distribute regular investment 
income. He is also advised to reinvest rather than spend that por¬ 
tion of the dividend derived from capital gains so as to preserve 
bis capital intact. 

5. Measures of “total performance." The total performance of 
an open-end company for a single year or over a longer period 
may be measured by combining the change in the net asset value 
per share and dividends from all sources distributed during the 
period. Thus, if the net asset value per share of an open-end fund 
or of a non-leverage closed-end fund were $100 at the beginning 
of the period and it distributed $8 in dividends, and the net asset 
value were $102 at the end of the period, the performance gain 
was 10 per cent for the period. The performance of an individual 
company can be compared with that of other companies, with 
selected stocks or groups of stocks, and with that of a stock aver¬ 
age or index such as the Dow-Jones Composite Index of 65 stocks 
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or the Standard & Poor’s Index of 90 stocks as representing the 
market as a whole. 12 

The usefulness of the “index of performance” for comparative 
purposes is limited by the period chosen for study. Performance 
in any one year is not very significant; performance over a period 
of years is affected by the course of the market as a whole. For 
these reasons it is recommended that emphasis be placed on an 
examination of year-to-vear results in the search for consistent 
superiority, and that, if a period of some years is used, the per¬ 
formance of the whole period be viewed in the light of the trend 
in the market as a whole. 13 A defect of data, charts, and graphs 
based on a selected period is that it is difficult for an investor to 
determine what his performance experience would have been if 
particular stages of the period had been chosen. 

Comparison of the performance of an individual company or 
of that of a group of companies with a general stock index also 
has decided limitations. “No one buys the averages.” These repre¬ 
sent a non-expense, fully invested, non-managed position in com¬ 
mon stocks with no particular policy involved. And in any period 
of generally rising (or falling) prices, their performance would 
have an upward (or downward) bias. The performance index is 
useful mainly for purposes of comparison of funds which have 
substantially the same objectives and types of portfolio. Any other 
comparisons, or comparisons with the averages, are likely to be 
misleading. 14 

6. The basic test. While somewhat intangible, the real test 
of the appeal of an investment company’s shares lies in the answer 


12 The index of total performance may be calculated by the investor or found 
in an advisory service. It cannot be used or furnished by an investment company. 

Other restrictions in the Securities Exchange Commission Statement of Policy 
include: (I) the period covered in any statement of performance must include at 
least 10 years; (2) the sales charge, or total cost of the investment, must be shown; 
(3) dividends from investment income and distributions from security profits may 
not be combined. However, "capital results” may be shown by adding back se¬ 
curity profit distributions. 

13 Prior to 1950, to make the comparison a fair one, performance was com¬ 
monly measured on a "round-trip" basis, that is, over a span of years for which 
the price level of the general market at the end of the period was approximately 
the same as at the beginning of the period, as, for example, 1937-1947. This ap¬ 
proach was not feasible in 1951 because security prices were substantially higher 
than at any time since 1930. 

14 For the position of Securities Exchange Commission in this respect, see page 
558, footnote 6. 
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to the question: “Based on its record, is the company likelv to 
do a better job for my particular purposes than I could do alone 
with respect to safety, income, appreciation, or other objectives?” 
A cold-blooded inspection of the records of American investment 
companies reveals that some of them have fallen far short of the 
results to be expected of expert management. Others have not 
yet confronted the severe test of a prolonged bear market. But 
there are many whose performance has been very satisfactory 
indeed, and some whose record has been clearly superior. 

Senior securities and warrants. The preceding discussion has 
pertained mainly to the shares of open-end funds and the common 
stock of closed-end funds. Many of the latter issue bonds and or 
preferred stock, and the investment quality of these senior issues 
ranges from the speculative to the conservative. The relatively 
few bond issues are of the debenture type. There are only half 
a dozen of these outstanding, of which the conservative group bear 
coupons of 2 Yh to 3 per cent and are well protected bv asset and 
income coverage. An example is found in the case of Tri-Con¬ 
tinental Corporation 2‘; Debentures of 1961. Tri-Continental is a 
diversified bond-stock leverage company. At the 1950 year-end, 
the debentures had asset coverage of 859 per cent, and in 1950 
interest was earned 15 times. The 1950 price range of these bonds, 
which are listed on the New York Stock Exchange, was 100-101/4. 

Investment company preferred stocks are more numerous. 
Wiesenberger suggests that five factors be analyzed in the ap¬ 
praisal of these securities: (1) over-all asset coverage, or ratio 
of assets to the sum of all liabilities plus the preferred stock at 
liquidating value; this proportion should be at least 300 per cent; 
(2) over-all income coverage, or ratio of investment income to 
total interest plus preferred dividends; this proportion should be 
at least 2'A times; (3) regularity of dividends derived from invest¬ 
ment income as contrasted with realized capital gains; (4) special 
features, such as the convertible feature, and the advantages of 
same; and (5) possibilities of price appreciation.''• An example 
of a high-grade issue is found in General American Investors 
Corporation $4.50 Preferred. The issue is preceded by no senior 
obligations and is well supported by assets (697 per cent at the 


1 Arthur Wiesenberger, Incestment Companies. 1951 ed., pp. 229-230. 
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end of 1950) and by earnings (dividends earned 5'A times in 
1950). The issue is callable at 105 plus accrued dividends and is 
non-convertible. Its price range in 1950 was 105-107^, and the 
yield at the 1950 closing price of 106S was 4.2 per cent. Dividends 
have been paid regularly since 1929. At the other extreme are 
issues so speculative as to be virtually in the common stock cate¬ 
gory, with capital appreciation rather than dividends as their 
chief attraction. An example is found in the case of the preferred 
stock of the Central-IIlinois Securities Corporation. This com¬ 
pany had accumulated $11.50 in dividends on the original $1.50 
preferred by the end of 1950, when a voluntary recapitalization 
was effected that resulted in the issuance of a share of the $1.40 
preferred plus 2 shares of common stock for each share of the 
former stock that accepted the plan. Based on the $1.50 stock 
outstanding prior to the exchange plan, the 1950 year-end asset 
coverage per share was $38, compared with market price of 2131, 
and interest and preferred dividend requirements were covered 
°nly * 0® Onies in 1950. Dividend requirements were fully earned 
in 1950 for the first time since 1931, and only partial dividend 
payments had been made in 1937-1949. In the ten years 1941- 
1950, average earnings were 88 cents per share and dividends 
averaged 79 cents on the $1.50 rate. The market price range of 
the $1.50 preferred was 4S-23 during this period. The new and 
old shares are both listed on the New York Curb Exchange. The 
common stock of the company had no asset value for nearly 20 
years, until the recapitalization eliminated the accumulated divi- 
dends on the preferred. 

At the opposite extreme from the senior securities of closed- 
end companies are the stock-purchase warrants that have been 
issued by a few concerns. These warrants carry an option to buy 
common stock from the company at a stipulated price during a 
specific period. The value of the warrant is theoretically deter¬ 
mined by the excess (if any) of the market price of the common 
stock over the price at which the warrant may be exercised. Ac¬ 
tually the warrant may sell at a considerable premium above its 
theoretical value, and may be in demand even if its theoretical 
value is zero or negative. This is so because any rise or potential 
rise in the market value of the stock giv es value to the option to 
purchase it at a set price. Thus, if the warrant is an option to buy 
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at 10, and the market price of the stock is 10. the warrant lias no 
theoretical value but may sell for $2 or $3 because, if the stock 
should rise to 15, the warrant would be worth $5. Variations in 
the price of the common stock are magnified in the market value 
of warrants, which tend to have marked price volatility. For ex¬ 
ample, the warrants of Atlas Corporation give the holder the 
perpetual option of buying Atlas common at $25.00. The price of 
the common stock ranged from 22'. to 25;* during 1950, and the 
price of the warrants (traded on the New York Curb) ranged 
from 4 to 6?i. The value of warrants, like that of common stock, is, 
of course, affected by the degree of leverage in the capitalization 
of the issuing company. 

Special uses of investment company shares. While in recent 
years much has been made of the advantages of investment com¬ 
pany securities to the small investor, certain other more special¬ 
ized uses should be indicated. 

1. For dollar averaging. The investor who wishes to eliminate 
the necessity of making decisions with respect to the swings in 
the market and who is steadily accumulating funds that can appro¬ 
priately be placed in equities finds in the shares of investment 
companies an almost ideal vehicle for the device of dollar aver¬ 
aging that was described in Chapter 8.'* The problem of selection 
of the fund or funds for this purpose still remains, but the diver¬ 
sification and management that are obtained are valuable addi¬ 
tions to the advantages which the process of dollar averaging 
may itself produce. In recognition of this appeal, and in order 
to acquire a continuous market for new shares, some open-end 
companies provide "accumulation plans” whereby the investor 
enters into an agreement, either formal and binding or informal, 
to invest a certain number of dollars regularly, and in some cases 
all dividends and distributions can be automatically reinvested 
at asset value without a sales load on this portion of the accumu¬ 
lation. The minimum dollar amount of initial purchases and of 
subsequent regular investment in new shares is prescribed. 

2. For the operation of formula-timing plans. One of the prob¬ 
lems in the use of the formula-timing device is the selection of 
the defensive and, more importantly, the aggressive components 

“’The Securities Exchange Commission requires that in promotional literature 
investment companies use the term "dollar cost averaging.*' 
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used in the plan.” It is often suggested that this problem may 
be met by the use of investment company issues rather than the 
purchase of individual corporate stocks. There is merit in this 
approach provided that the investment company shares are appro¬ 
priate for the purpose, and provided that the investor is willing 
to pay the costs that shifting between defensive and aggressive 
portfolios requires. 

The investor may employ the formula-timing idea through the 
medium of investment company shares in several ways: (1) by 
operating his own plan, using selected investment company shares 
for the aggressive section of the plan; (2) by entering into an 
arrangement with an investment company under which the com¬ 
pany operates the plan for the investor, using its own shares; 
(3) by purchase of shares in companies whose own policy and 
portfolio holdings are based on formula timing. 

3. For the investment of trust funds. Investment company 
shares are eligible for trust investment (1) where the trustee is 
empowered by the trust instrument to purchase specific issues, 
(2) where the state law specifically authorizes the purchase of 
such shares, (3) where the "prudent man” rule prevails, as is the 
case in 29 states including New York, and (4) where the "legal 
list does not include equities but where general discretionary 
powers are provided by the instrument. There has been consider¬ 
able controversy concerning the appropriateness of including such 
shares in trust portfolios. The main argument against the practice 
is that the purchase of such shares involves the improper dele¬ 
gation of trust powers to the management of the investment com¬ 
pany that selects the portfolio. Nevertheless, there is evidence 
that there is a growing interest on the part of trustees in certain 
types of investment company securities that can meet the con¬ 
servative standards required in fiduciary investments and that can 
fulfil the requirements of the law. 

4. For the investment of pension and other company funds. 
The rapid growth of corporate pension and profit-sharing plans 
in the period since World War II has opened up another outlet 
for investment company securities that may reach very substantial 
proportions. Many corporations have set up pension trusts ad- 


17 See pp. 123-124. 
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ministered bv commercial banks and trust companies. Others 
invest and manage their own funds. Where the purchase of 
equities over a prolonged period is appropriate for the purpose 
of such funds, investment company shares provide the oppor¬ 
tunity to acquire an interest in a managed and diversified port¬ 
folio. The selection of the shares to be held and the proportion of 
the retirement fund to be invested in equities are problems that 
vary among different corporations. 

Tax status of investment companies. If investment companies 
were taxed as ordinarv corporations, triple income taxation would 
result. The corporation whose securities are held in the portfolio 
has paid taxes; the investment company would pay a tax on its 
earnings; and the holder of its shares would pay taxes on divi¬ 
dends received. The Internal Revenue Code recognizes this prob¬ 
lem by permitting an investment company to elect to be irrevoc¬ 
ably a “regulated investment company” for tax purposes. To 
qualify as such, it must be registered under the Investment Com¬ 
pany Act of 1940, observe certain qualifications with respect to 
diversification, and distribute as taxable dividends not less than 
90 per cent of its net investment income (interest and dividend 
income less expenses) for any taxable year. It is not obliged to 
distribute any of its realized security profits. "Non-regulated” 
companies, of which there are very few, pay regular corporate 
taxes on capital gains (26 per cent on long-term capital gains) 
and the current corporate ordinary and surtax rates on 15 per 
cent of dividend income and 100 per cent of interest income after 
deducting expenses and general taxes. 

Investment companies may thus be classified into two groups 
for tax purposes: 

1. Non-regulated companies that are fully taxable in the same 
degree as a holding company. 

2. “Regulated” companies that distribute all or substantially 
all of net investment income and pay taxes only on that portion 
retained (less than 10 per cent). These companies pay a flat 25 
per cent rate on any undistributed long-term capital gains. 

The advantage of tax relief contained in the Code is somewhat 
offset by the disadvantage that the forced distribution of income, 
especially that derived from realized capital gains, may prevent 
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the building up of reserves against subsequent declines in port- 
*oho values, except at a penalty. 

When the shareholder of a regulated investment company re¬ 
ceives a dividend check, the company indicates that portion de- 
"ved from net investment income and that portion derived from 
capital gams, and the investor reports and pavs personal income 
taxes on such dividends at the rates that apply'to him. 

Prices, dividends, and yields. As indicated previously, the 
buying price of a share of an open-end companv consists of its net 
asset value plus, in most cases, a selling charge or load to cover 
distribution costs. The •'bid'' price reported in the financial col¬ 
umns is this net asset value. The "asked" price is the net asset 
value plus the load. The value of the share thus rises and falls 
with the value of the total portfolio, and this in turn is determined 
by the composition of the portfolio and the condition of the 
securities market. The range of volatility in price action among 
the whole open-end group is very wide, reflecting the different 
purposes and objectives of the different funds and the investment 
policies followed. 

Dividends on open-end shares likewise differ in amount and in 
stability depending on the character of the fund and the policies 
of the management. Just as with individual securities, the investor 
has a wide choice among funds emphasizing growth and appre¬ 
ciation, or those aiming at high but variable income, or those 
directed toward moderate but more stable income. 

The price of shares in closed-end funds is affected by the same 
factors plus the influence of a high or a low degree of leverage. 

The difference between asset value per share and market value 
may be very substantial, just as the market price per share of a 
business corporation may differ considerably from its book value. 

In recent years the shares of most closed-end companies have 
sold at considerable discounts from asset values. Wiesenberger 
reports that at the end of 1950 the average discount for 26 lead¬ 
ing closed-end companies was 24 per cent, with a range from a 
premium in one case to a discount of 51 per cent at the other 
extreme.' s A substantial discount does not necessarily indicate a 
bargain. It may reflect lack of confidence in the management, 
although it is more likely to reflect the general condition of the 


1 * Arthur Wiesenberger, Investment Companies, 1951 ed., p. 220. 
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market and the evaluation of earnings and dividends by modest 
capitalization of these factors. Unlike shares of open-end com¬ 
panies, the common stocks of closed-end companies sell for what 
the market thinks they are worth in terms of earning power, divi¬ 
dends, and prospects of appreciation. 

Because of their more specialized nature, the fact that they 
can be redeemed only by sale in the open market, and the factor 
of leverage, the common stocks of closed-end companies in gen¬ 
eral are characterized by more price volatility than those of open- 
end companies. The greatest volatility is shown by those com¬ 
panies whose portfolios themselves are volatile and which have 
high leverage in their own capitalization. At the other extreme 
are the non-leverage companies with conservative portfolios and 
investment policies. 

The character of the closed-end fund is also reflected in its 
dividend policy and the yield action of its shares. Here again the 
investor has a wide choice. Earnings, and hence dividends, are 
affected by the objectives of the fund, the proficiency of its man¬ 
agement, and the relative importance of investment income and 
capital gains. And the yield on these shares is determined by the 
factors affecting earnings and dividends, as well as by the market 
price action. 

Conclusions. There is a wide variation within the investment 
company field with respect to basic characteristics, size, rate of 
growth, investment policies and types of portfolios, income, divi¬ 
dend, and price performance. All of these factors deserve the 
closest scrutiny. In utilizing this indirect and delegated means of 
investment, the investor must first be sure of his own objectives. 
He must then select a fund or group of companies that appear to 
have the same objectives, keeping in mind that no investment 
company is "tailor-made” to fit a particular investment situation. 
He must then examine the statements and performance of these 
companies and, having selected one or more for a portion of his 
funds, must make a continued examination in order to know 
whether his basic requirement is being fulfilled, namely, whether 
the investment company is doing a better job for him, at a cost to 
him, than he could do alone. He must not expect spectacular 
results. On the other hand, he is entitled to full value in services 
rendered. 


CHAPTER 30 


REAL ESTATE AND REAL ESTATE 
OBLIGATIONS 


Scope. The purpose of this chapter is to discuss the investment 
aspects of real estate, real estate mortgages, and real estate bonds. 
The order of discussion is: (1) classification of types of real estate 
investments, (2) the appeal of real estate investments, (3) real 
estate held for income, (4) home ownership, (5) real estate 
mortgages—general characteristics, (6) residential mortgages, 
(7) FHA-insured mortgages, (8) VA-insured and guaranteed 
loans, (9) conventional” home mortgage loans, (10) institu¬ 
tional sources of residential mortgage credit, (11) home mort¬ 
gages as investments for individuals, (12) Government agencies 
involved in home financing, (13) commercial and industrial mort¬ 
gages, (14) farm mortgages, (15) real estate bonds. 

At the end of 1950, the volume of mortgages outstanding in 
the United States approximated $60 billions and was second in 
investment importance only to United States Government obli¬ 
gations. 

Classification of types of real estate investments. Investors who 
are interested in real estate and obligations secured by it have a 
wide variety of types from which to choose. For purposes of 
clarity, the different types are here classified; their investment 
aspects will be discussed throughout the following pages, with the 
exception of the last category, which was treated in Chapter 19. 

I. Real estate: 

A. For income: 

1. Residential. 

2. Commercial and industrial. 

B. For occupancy. 
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II. Real estate mortgages: 

A. Urban: 

1. Residential: 

a. Single-family units. 

b. Multiple-family units. 

2. Commercial and industrial. 

B. Farm. 

III. Real estate securities: 

A. Bonds: 

1. Mortgage. 

2. Debenture. 

B. Land trust certificates. 

IV. Bonds of Federal agencies that invest in mortgages. 

The appeal of real estate investments. Much of the appeal of 
real estate and obligations secured by it lies in its tangibility and 
permanence. The home, the income property, the farm, and the 
mortgage appear to have a stability of value and dependability 
that arc in sharp contrast with the less apparent and less measur¬ 
able qualities of corporate securities, 'flic very fact that one can 
sec and inspect the property, or live in it. lends an air of certainty 
that is lacking in other types of investments. Furthermore, credit 
secured by real estate has always been relatively easy to obtain; 
investing institutions and many individuals have had a continuing 
interest in real estate mortgages. The returns from direct owner¬ 
ship are thought to be higher than those obtainable from other 
equities, and the yield on obligations secured by real estate is 
more generous than that on most other fixed-income securities. 
And there is always the prospect, immediate or remote, of sub¬ 
stantial increases in value of owned property or property securing 
mortgage debt. Interest in home ownership, in real estate as a 
hedge against inflation, and in the relative safety and generous 
yields on real estate obligations, together with other factors, have 
combined over the years to interest a growing list of individuals 
and institutions in real estate investments. 

On the debit side lies the need for careful and competent ap¬ 
praisal and reappraisal of real estate values-a problem that the 
general investor is unable to attack alone. The nature of the 
community, the character of the immediate neighborhood, the use 
to which the site is put, and the estimate of replacement value 
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of improvements and of costs and net income are factors that 
must be measured yet are beyond the abilities and powers of most 
laymen. Another disturbing element is the sharpness and length 
of the real estate cycle, bringing distress and often disaster when 
properties bought or mortgaged near the peak are sold at lower 
levels. 

Other characteristics will be developed in subsequent pages. 
Enough has been indicated, however, to suggest that to gener¬ 
alize about all real estate and real estate obligations would be as 
dangerous as in the case of any other group of investments. 

Real estate held for income. It would be beyond the scope of 
this book to undertake a complete analysis of all of the problems 
associated with investment in real estate for income-a highly 
specialized and complex subject, whether the property be used 
for farm, residential, commercial, or industrial purposes. How¬ 
ever, certain of these problems may be outlined at this point, and 
certain general advantages may be noted. 

1. The problem of appraisal. What is a piece of property worth? 
The appraisal of property, both for loan purposes and for pur¬ 
chase, is a highly technical process. Yet as accurate a valuation as 
possible is fundamental to both owner and lender. Without at¬ 
tempting a detailed discussion, three general methods of appraisal 
may be indicated: (I) comparison with the established values of 
similar properties; (2) capitalization of income; (3) calculation 
of replacement cost less depreciation. The first method has the 
advantage of simplicity, but lends itself to much inaccuracy in¬ 
sofar as the valuation of improvements to land is concerned. The 
second method is the going-concern approach; either the expected 
gross revenues can be capitalized (say, at 20 per cent), or, better, 
the net income after all valid expenses at a much lower rate (5 
to 10 per cent). This method produces only approximate results, 
as it rests on estimates of future revenues and of future costs. 
The third method is very widely used, especially bv institutional 
lenders on residential property. The total value of the property is 
the value of the land (separately determined) plus the depre¬ 
ciated replacement cost of the improvements. Special factors in¬ 
volved are the suitability and appropriateness of the building, 
the type of neighborhood, and the trends of community growth. 

The immediate value of a property may be fairly accurately 
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determined bv tested methods of appraisal and valuation, but its 
long-range value is entirely speculative. Too many uncertainties 
exist that are associated with the property itself and with the 
real estate cycle. 

2. Estimating revenues, costs, and net income. Whether in¬ 
come property is a good buy at a given price depends on the 
estimate of expected revenues and costs. The estimate of revenues 
involves a careful check on possible changes in the character of 
the neighborhood, prevailing rents for similar buildings, and a 
realistic allowance for vacancies. The estimate of costs should 
include adequate provision for taxes, special assessments, insur¬ 
ance, maintenance, and other operating costs, interest on any 
borrowed money, and depreciation.’ I lie net income, after income 
taxes, should produce a return on the owners investment that 
will compensate for the risks of the situation. And since the annual 
depreciation allowance (at, say, 2 to 3 per cent of the improve¬ 
ments) is less than principal payments on any mortgage that may 
he involved, for some time at least the total cash outlay is likely 
to be higher than cash income unless the owner is prepared to 
devote his profit to the retirement ol the debt. 1 Inis, if debt of 
50 per cent of the value of the property has been incurred, on a 
20-year basis, the annual principal payments would consume a 
5 per cent return on the owner s equity. 

3. Title insurance. Clear title to property bought for invest¬ 
ment (or used as security for a mortgage loan) is of the utmost 
importance. Wherever facilities permit, title insurance should 
he obtained from a title insurance company guaranteeing to in¬ 
demnify the owner (or lender) in the event of a subsequent loss 
arising from a defect in the title. The cost of the policy is based 
upon the value of the property and the degree of risk involved in 
the condition of the title. In communities where title insurance 
is not obtainable, verification of title and opinion as to its validity 
should be obtained from a competent attorney or title specialist. 
In cases where the state law provides for a registration certificate 
to be issued by the registrar of the county in which the property 

1 In the ease of an apartment building, the other operating costs would include 
electricity, water, heating, decorating, janitor's salary and living quarters, and 
possibly building management. II the apartment is furnished, or has elevator 
service or maid service, additional costs arc involved. 
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is located, opinion and interpretation of the certificate should 
also be obtained from a competent attorney. 

4. The problem of large denomination. The ownership of prop¬ 
erty obviously results in a concentration of risk for all investors 
except those of very substantial means. The “denomination” is 
large and the rate of return should be much more substantia] 
than the income from an equivalent sum invested in diversified 
securities. 2 

5. Tax risks. General property taxes are a fixed expense that 
must be met if control of the property is to be maintained. The 
possibilities of especially burdensome general property tax rates 
and special assessments, together with variations in income taxes, 
present an unusual problem to the owner of income-producing 
real estate. 

6. Special government policies. Special government policies 
for the protection of tenants, as exemplified in the rent controls 
of World War II and post-War years, interfere with the free rental 
market and may upset the normal balance between income and 
costs. While such controls are not necessarily permanent, they 
are likely to be imposed in some degree at frequent intervals as 
long as inflation exists or threatens. In the present state of the 
world, such a condition appears to be chronic. 

7. Relatively poor marketability. The marketability of real es¬ 
tate varies with the activity and willingness of the real estate 
market as a whole, with the business cycle, and with the demand 
for the particular property being offered for sale. Land and the 
improvements thereon represent "sunk capital,” and the appeal 
to a prospective buyer rests on the prospects for income or appre¬ 
ciation of the specific site. Generally speaking, it may be said 
that real estate lacks good marketability as compared with se¬ 
curities, although in fairness it should be stated that the market¬ 
ability varies with the type of property, location, and future 
prospects. 

8. The need for special managerial skill. All of the above special 
problems that are associated with the ownership of income prop¬ 
erty require an unusual degree of special managerial skill. The 
owner must be prepared to follow rentals and changes in property 

2 The land trust certificate is a device for di\ iding the ownership of real property 
into small denominations. It is used relatively infrequently. 
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values, and to cope with the problems of collection, repairs and 
maintenance, taxes, insurance, and general operation. Such prob¬ 
lems may be delegated to outside management, but at a fee. 

Advantages of investment in income property. Offsetting the 
peculiar problems associated with investment in real estate for 
income are certain advantages that, under favorable conditions, 
may make it very attractive. The supply of real estate is rela¬ 
tively fixed, and the possible growth in its value over a period of 
years is very substantial, as attested by the fortunes that have 
been made through skillful selection of strategically located prop¬ 
erties. During periods of inflation, real estate offers a hedge 
against the depreciating value of the dollar, provided that it is 
well selected and that the carrying costs are not exorbitant. Under 
ideal conditions, the yield from sound income property is very 
attractive. And while not high, the loan value of desirable real 
estate is ordinarily good. 

In summary, then, it may be said that for those willing and 
able to undertake the risks and special problems attendant to the 
ownership of real property, real estate for income has much at¬ 
traction. Aside from the investment in his home, however, the 
average investor is advised to utilize other media for the place¬ 
ment of that portion of his funds that may appropriately be de¬ 
voted to equities. 

Home ownership. The most important single investment made 
by most families is in a home. There are four primary factors to 
be considered when the investor takes this important step: (1) 
determination of the real costs of ownership; (2) forecasting the 
costs of operating the property; (3) selection of the location of 
the home, and (4) selection of the property. 

1. The real costs of ownership. The homeowner enjoys the use 
of his property at actual cost, and at a cost that remains fairly 
stable through the years. But what is this actual cost? How much 
should be invested in a home in relation to the owner’s income? 
Is it cheaper to own than to rent? Such questions can be answered 
only by analysis of each situation, but certain generalizations 
may be advanced and illustrated by reference to hypothetical 
cases. 

Assume that a single-family dwelling is bought for 810,000, of 
which $2,000 represents the value of the land. Assume further 
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that a 60 per cent mortgage is used in the purchase, bearing in¬ 
terest at 5 per cent and amortized over a period of 20 years. The 
debt outstanding will be reduced to zero in the last year, and the 
owner's equity will increase from $4,000 to $10,000, or an average 
of $7,000. The real investment cost of this home will be approxi¬ 
mately as follows: 


Interest on mortgage (average) 

Property taxes (2*) . 

Repairs and maintenance (1J*%) 

Insurance (J*?) . 

Depreciation (2«« on $8,000) . 
Return on average equity (4%) . 

Total annual cost. 

Per month.. 


$ 150.00 
200.00 
150.00 
50.00 
200.00 
280.00 
$1,030.00 

$ 85.00 ($85.83) 


If the owner assumes that he could earn, say, 4 per cent on his 
average investment or equity, the total costs would be in the 
neighborhood of $1,000 annually, or $85 monthly. If comparable 
premises could be rented for less than this amount, the ownership 
of the property would have to be justified by sociological and 
psychological rather than by financial reasons. 

Two “rules of thumb” can be developed from the foregoing 
approach: (1) the actual annual cost of housing is roughly 10 per 
cent of the value of the property; and (2) the investment in the 
home should not exceed 2% times the annual income, otherwise 
the cost of housing would consume an excessive share of the 
family income. In the hypothetical illustration, the $85 per month 
represents 25 per cent of a family budget totaling $4,000, or 
slightly more than one week s salary. 

It will be noted that the above schedule does not represent the 
actual cash or budget outlay, as it includes two “non-cash” ex¬ 
penses, depreciation and return on the owner s investment, and 
excludes payments on principal. Let us examine the same propo¬ 
sition on a cash-outlay basis and see what out-of-pocket costs the 
prospective owner would have to meet: 


Interest on mortgage 
Principal payment on mortgage 


J 


Combined 


Property taxes ( 2 %) 
Maintenance (1J*%) 
Insurance (Ji%) ... 


Per month 


$475.00 

200.00 

150.00 

50.00 

$875.00 

$ 73.00 ($72.92) 
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Payments to amortize the mortgage principal are added in above 
but the depreciation and return on equity are taken out, in order 
to illustrate what the prospective buyer will have to pay out of 
earnings each month. The monthly cash payment of $73 is the 
figure that most home lenders wouid look at to compare with the 
borrower’s salary. 

The costs of housing, on either the investment or the cash basis, 
may differ considerably from the above examples if depreciation 
is exaggerated bv a greater loss at the time of sale or if it is offset 
by market appreciation, or if any item in the schedule costs more 
or less than in the illustrative situation. Some items that may 
increase are taxes, insurance, and maintenance costs. Depending 
on market conditions at the time of purchase and of possible later 
sale, home ownership mav turn out to be a bargain. In any event, 
it has the advantages of providing an incentive to save, offering 
the possibility of some hedge against inflation, and effecting a 
saving in income taxes, because any interest paid, together with 
general property taxes, may be deducted from taxable income. 
Under current high levels of income tax, the savings in federal 
taxes by deduction of interest and taxes on a $10,000 home may 
he as much as $100 per year. Such advantages may, however, be 
offset by the fixed character of the housing cost and the financial 
risk of loss of capital. 

2. The costs of operating the property. After the above initial 
costs of ownership have been calculated, the prospective home- 
owner must calculate the additional fixed overhead that will be 
incurred by living in the house. Some items that should be con¬ 
sidered are: 

Additional taxes-such as sewer assessments (usually in a new 
area), personal property levies (distinct from, and in addition to, 
the real property taxes considered above), local sales taxes, and 
the trend of property taxes in the area. 

Changes in physical aspects-If the house will need changes or 
improvements before the owner is satisfied, the outlay for these 
must be included in the over-all cost picture. Examples of such 
items are a new bathroom, new plumbing, repair and sealing of 
basement, new landscaping, and so forth. 

The utilities-The cost of heat, light, telephone, and water. 
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Transportation-How much will it cost to get to work? Does 
the location of the home make an automobile essential? 

It should be noted here that in comparing the costs of living in 
a rented house and in one’s own home, the latter factors (utilities 
and transportation) would be borne in either case. In comparing 
the costs of living in a rented apartment and those of living in 
one's own home, the total monthly cost of ownership and occu¬ 
pancy should be compared with the rental rates. 

3. Selection of location. After determining how much the prop¬ 
erty will cost and what the operating outlay will be, there are 
many factors of an environmental nature that must be considered. 
These items will have a very strong influence on the present and 
future value of the home, not only to the outside prospective 
buyer if the owner wishes to sell, but to him and his family in 
terms of real enjoyment. 

A study of the entire community should be made in order to 
determine the social and living standards of the residents, the 
convenience of transportation to work, to school, to church, and 
to shopping centers, the zoning requirements generally applicable 
to the whole area, and the general trend in the growth of the area. 

Each of these factors must, in turn, be considered in relation to 
the immediate neighborhood in which the prospective property 
is located. In addition to these, it must be determined that there 
are (or will be provided, in the case of developments) adequately 
paved and lighted streets, utilities, and police and fire protection, 
and that there are no serious nuisances in the neighborhood. 

4. Selection of the property. Assuming that the prospective 
home meets the requirements of financing and location, what 
are the final determinants of the property itself? Does the size of 
the lot fit the zoning requirements and will there be room on the 
lot for an addition to the house if one is needed? Are the soil and 
drainage proper, is the lot well landscaped, fenced and walled, 
and so forth? Is the design of the house itself suitable to the needs 
of the owner and his family? Is it too big or too small, does it have 
an adequate garage, and adequate storage space? Will it provide 
for the needs of a growing family? 

All of the above factors should be considered in advance be¬ 
fore a decision to invest in a home is made. 
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Real estate mortgages—general characteristics. Money directly 
invested in real estate is represented bv deeds , or instruments 
that evidence the ownership of real property and by which title 
is transferred from the seller to the buyer. Money indirectly in¬ 
vested is represented by mortgages or other evidences of debt 
such as real estate bonds. Without going into legal technicalities, 
a mortgage (or "trust deed ) may be defined as an instrument 
under which real property is pledged as security for a loan. The 
owner of the property, the mortgagor, is borrowing money from 
a lender, the mortgagee, under a contract whereby the property 
is pledged as security for payment of interest and principal. Title 
and possession remain with the mortgagor until such times as 
default may occur, in which event the property is sold through 
foreclosure proceedings for the satisfaction of the debt. 

The mortgage instrument recites the terms of the loan and a 
description of the property pledged. Covenants are customarily 
inserted to prevent misunderstandings; under them the mortgagor 
promises to pay taxes and assessments and to keep the property 
fully insured and in good condition. An “acceleration of maturity" 
clause is usually inserted, which makes the principal of the loan 
due immediately in the event of default in payment of interest 
or any failure with respect to the covenants. Mortgages are cus¬ 
tomarily recorded in the public records of the community to 
protect mortgagees against any claims of third parties against the 
property. 

A first mart wive is one that has a prior claim upon the pledged 
property, subject to operating expenses and taxes. First mortgages 
in properties in the course of construction are also subject to liens 
for unpaid materials and services. Subsequent mortgages have 
subordinate claims, payable only after the first mortgage claim 
has been entirely satisfied. 

A second mortgage is one that has a claim upon the pledged 
property after that of the first mortgage. As first mortgages are 
usually placed for the largest amount which conservative investors 
are willing to lend on the property, the position of the second 
mortgage is generally too hazardous for safe investment. 

An amortized mortgage is one that is repayable in regular in¬ 
stallments for the duration of the loan. 

A first mortgage leasehold is a mortgage upon a long-term 
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lease of real property and, therefore, is subordinate to the rental 
contract between the lessor and the owner. Such a mortgage is 
often placed upon property erected on leased land and, conse¬ 
quently, is in effect a first mortgage on the building and on the 
lease of the land. Even under this interpretation, the instrument 
has a junior claim upon the earnings of the property subject to the 
ground rent. 

Most modern mortgages are of the amortized type. Early im¬ 
petus to the use of this type came from its adoption by the Home 
Owners' Loan Corporation and by savings and loan associations 
and from past experiences with the shortcomings of non-amortized 
loans in the depression of the 1930*s. Further impetus was derived 
from the insurance of home mortgages by the Federal Housing 
Administration, changes in legislation governing institutional in¬ 
vestments, and the home mortgage guarantee provisions of the 
GI Bill (Servicemen's Readjustment Act of 1944). Under the 
amortized type of loan the borrower agrees to make regular pay¬ 
ments on principal as well as interest, and his equity in the prop¬ 
erty grows steadily as payments are made. The amount of the 
regular payment depends on the size of the loan, the interest rate, 
and the term of the loan. To repay $10,000 at 5 per cent within 
10 years requires monthly payments of $106.07; a 25-year maturity 
at the same interest rate requires $58.45. These figures are, of 
course, exclusive of taxes and insurance. Because of the generally 
long-term character of real estate credit, the value of the property 
pledged is stressed more than the personal credit or income of the 
borrower, although these are by no means neglected. The income 
of the borrower is of paramount importance under the GI Bill. 
The tendency toward high loans in relation to value (80 per cent 
and even higher) and long maturities (up to 25 or even 30 years) 
has forced special attention on the property itself and on accurate 
appraisal of its value. 

Residential mortgages. At the end of 1950 the volume of out¬ 
standing mortgage loans secured by one- to four-family non-farm 
homes was estimated at $47 billions. The growth of this type of 
financing is indicated by comparison of this figure with those of 
previous years.’ 


Source: Housing and Home Finance Agency, Housing Statistics, July, 1951 



REAL ESTATE INVESTMENTS 593 

1925 . $12.9 billions 

1930 . 19 8 “ 

1935 . 17.1 

1940 . 18.9 

1945 . 19-6 *' 

19.50 -16.9 « 

The enormous rise in this type of debt since the end of World 
War II is attributable to the great development of housing that 
was financed substantially bv savings institutions of all kinds 
under very favorable terms on an amortized basis. Consumer in¬ 
comes, population, funds available for investment, prices, and 
construction costs all rose during the post-War period. The result 
was a tremendous increase in mortgage financing. During the 
years 1946-1949 inclusive, non-farm mortgage recordings of 
$20,000 or less (chiefly on single-family dwellings, small commer¬ 
cial structures, and small apartment buildings) averaged $11.5 
billions annually, as compared with $4 billions during 1940. In 
1950 the figure’rose to $16.2 billions. ‘ Institutional lenders pro¬ 
vided the bulk of this financing and the balance was lent by indi¬ 
viduals and others (trust funds, endowments, and mortgage 
companies); much of this volume later found its way into the 
hands of insurance companies, banks, and savings and loan asso¬ 
ciations. The importance of institutional lending is indicated by 
the following breakdown of the 1950 recordings: 



Amount 
(millions) 

Per Cent 

Savings and loan associations 
Commercial banks 

S 5,000 

31.3* 

3,365 

20.8 

lndi\ iduals 

2,299 

14.2 

Insurance companies 

1.618 

10.0 

Mutual savings banks 

1,064 

6.6 

All other mortgagees 

2.773 

17.1 

$16,179 

100.0* 


It is interesting to note that individuals originated a substantial 
proportion of the home mortgage debt, contrary to the impression 
that this type of investment is attractive only to institutions. The 
practice of individual mortgage lending occurs largely in smaller 
communities, many of which lack immediate institutional fa- 
eilities. 

•Source: Fourth Annual Heftort, Housing and Home Finance Agency, 1950, 
l>. 113. 
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There are three basic types of home mortgage loans: (1) those 
insured by the Federal Housing Administration; (2) those guar¬ 
anteed or insured by the Veterans Administration; and (3) “con¬ 
ventional” loans without insurance or guarantee. Of the estimated 
$16.2 billion non-farm mortgage recordings of $20,000 or less 
made in 1950, $10.6 billions or 66 per cent were the conventional 
types, $2.5 billions or 15 per cent were FHA loans, and $3.1 bil¬ 
lions or 19 per cent were VA loans. All three types are made by 
lending institutions, but individuals may make only conventional 
loans. 

FHA-insured mortgages. FHA loans are insured under the 
terms of Title II of the National Housing Act of 1934 as amended. 
Only first mortgage amortized loans on approved properties 
are insurable. As of 1951, the maximum interest rate on mort¬ 
gages secured by small family units was 41 * per cent, with the 
mortgagor paying an additional It to 1 per cent to the FHA mu¬ 
tual insurance fund as an insurance premium. On such mortgages, 
of which there are several classes, the maximum maturities ranged 
as high as 30 years with maximum loan-value ratios of 90 per cent. 
Other interest rates, maturities, and loan-value ratios are found 
in the case of multi-family units. Monthly payments to the lender 
to cover taxes and insurance charges are added to the regular in¬ 
stallments of interest and principal. Equities in the properties, 
subject to the loans, are transferable. From the beginning of the 
insuring operations of the FHA to the end of 1950, 2,000,812 Title 
II small-unit loans had been insured, representing a mortgage 
volume of $10.9 billions. 5 

Following the outbreak of the Korean crisis in June, 1950, when 
the Board of Governors of the Federal Reserve System, under pro¬ 
visions of the Defense Production Act, issued Regulation X (on 
October 12, 1950) which governed conventional loans, the FHA 
issued new regulations governing insured home loans. These regu¬ 
lations reduced substantially the maximum loan percentages and 
as a result materially lessened the demand for housing credit and 
the number of housing starts.” Early in September, 1951, credit 
restrictions were relaxed on houses selling at less than $15,000. 

A Fourth Annual Report, Housing and Home Finance Agency, 1950. p. 220. 

*Tlie maximum loan amount for FHA loans was reduced under the Defense 
Production Act to 90 per cent on homes purchased for $5,000 and, on a graduated 
scale, down to 50 per cent on homes priced at $24,250 or more. 
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The influence of FHA insurance in the mortgage field has been 
reflected in sounder and more thorough appraisals and greater 
standardization of mortgages. To this influence, along with others 
mentioned previously, is also attributable the virtual disappear¬ 
ance of the old straight five-year loan in favor of the amortized 
type, loans of higher percentages of appraised values, and lower 
interest rates. 

VA-insured and guaranteed loans. TV Servicemen’s Readjust¬ 
ment Act of 1941, as amended, provides for the guarantee by the 
Veterans Administration of loans made to qualified veterans of 
World War II by lending institutions for the purposes of home, 
farm, or business financing. The maximum maturity of these loans 
is set by the amended law at 30 sears for guaranteed home or 
business real estate loans and 40 sears for farm real estate loans, 
and the interest rate is set at 4 per cent. On home loans made 
before April 20, 19.50, the law provided a guarantee to $4,000 or 
50 per cent of the loan, whichever svas less. These amounts were 
revised to $7,500 and 60 per cent, respectively, in April, 1950. The 
guarantee was in effect a substitute for part or perhaps all of the 
borrower’s equity that would otherwise be required, and the 
general effect was to permit much larger loans to veterans than 
to non-veterans on the same properties. The effect of the Defense 
Production Act of 1950, which required the introduction of a 
schedule of higher down payments except on properties for which 
guarantee commitments had been made prior to October 12,1950, 
was to reduce the amount of the guarantee, because such higher 
down payments reduced the loan balance. As in the case of 1- HA 
loans, down payments on homes costing under $15,000 were re¬ 
duced in September, 1951. 

The impact of this legislation was tremendous. Through De¬ 
cember 31, 1950, a total of 2.1 million "GI" home loans had been 
made in the amount of $11.7 billions. 1 Beginning in the spring of 
1951, the general stiffening of interest rates following the “unpeg¬ 
ging” of the price of long-term United States Government mar¬ 
ketable bonds, combined with the higher down payments required 
as a result of the Defense Production Act, resulted in a marked 
curtailment of the volume of this type of financing. 


' Housing and Home Finance Agency, Fourth Annual Report, 1950, p. 133. 
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“Conventional” home mortgage loans. The non-insured and 
non-guaranteed amortized loan lias consistently been more im¬ 
portant than the two other types. While generalization is difficult, 
it would probably be correct to say that their maturities have 


TYPES OF RESIDENTIAL MORTGAGES 
(Recordings of Non-farm Mortgages, $20,000 or less) 
(in millions of dollars) 


Year 

Total 

FI IA 

VA 

Conventional 

Amt. 

Per 

Cent 

Amt. 

Per 

Cent 

Amt. 

Per 

Cent 

1940 

$ 4,031.4 

$ 762.1 

19 

_ 

_ 

$ 3,269.3 

81 

1941 

4,731.9 

910.8 

19 

— 

_ 

3,821.1 

81 

1942 

3,942.6 

973.3 

25 

— 

_ 

2,969.3 

75 

1943 

3,861.4 

762.8 

20 

— 

_ 

3,098.6 

80 

1944 

4,605.9 

707.4 

15 

— 

_ 

3,898.5 

85 

1945 

5.649.8 

474.3 

8 

S 192.2 

3 

4.983.3 

89 

1946 

10,589.2 

422.0 

4 

2.302.3 

22 

7,864.9 

74 

1947 

11,728.7 

894.7 

8 

3.286.2 

28 

7,547.8 

64 

1948 

11,882.1 

2.117.9 

18 

1.881.0 

16 

7,883.2 

66 

1949 

11,828.0 

2.213.2 

19 

1.423.6 

12 

8.191.2 

69 

1950 

16,179.2 

2,495.6 

15 

3,073.3 

19 

10,610.3 

66 


Source: Housing and Home Finance Agency. Housing Statistics (monthly). 


seldom exceeded 20 years, with the most typical term being 12 
to 15 years, depending on the property and the borrowers credit 
standing. Interest rates have ranged between 4 and 6 per cent, 
depending on the property, the credit of the borrower, and 
competitive conditions. The loan-market value ratio (prior to 
Regulation X) has run as high as 80 per cent during periods of 
non-inflated real estate prices, but has tended to be lower-from 
60 to 70 per cent—during periods when market values were greatly 
in excess of appraised values. The various lending institutions 
have different policies in respect to maturities and loan ratios, 
and, of course, the terms of a specific loan are determined by the 
circumstances of the case and the legal restrictions imposed by 
the state or Federal law under which the institution operates. 

Regulation X, imposed by the Board of Governors of the Fed¬ 
eral Reserve System in October, 1950, as an anti-inflation device, 
set up a schedule of minimum down payments on certain types 
of conventional loans. Such down payments, which range from 10 
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per cent on a $5,000 home to .50 per cent on a home costing over 
$24,000, applied to houses whose construction was begun after 
August 3,1950/ The regulations issued in 1950 governing ill three 
types of loans—conventional, FIIA-insured, and VA-guaianteed— 
limit the maximum maturity of loans on houses started after 
August 3, 1950 to 20 years, except in the case of loans of $7,000 
or less, on which the maturity may run to 25 years/ On FHA and 
VA loans, these maturity requirements also apply to homes exist¬ 
ing before August 3, 1950. 

Institutional sources of residential mortgage credit. As indi¬ 
cated previouslv, mortgage loans on residential property are 
largely institutional, although the holdings of individuals are sub¬ 
stantial. A previous table set forth the distribution of 1/50 non- 
farm mortgage recordings of $20,000 or less. The following 
schedule shows the distribution, by type of mortgagee, of out - 
standing mortgage loans on one- to four-family non-farm homes, 
as of the end of 1950: 


Savings and loan associations 

Individuals and others 

Commercial hanks 

Life insurance companies 

Mutual savings hanks 

Home Owners’ Loan Corporation 


Not only do the savings and loan associations hold the largest 
amount of urban home mortgages, but their lead has been steadily 
increasing. As indicated in Chapter 3, home mortgage financing 
is the chief function of these institutions. Their investment poli¬ 
cies and legal restrictions on lending have been discussed in 
Chapter 7. It is worth noting here that the bulk of the home 
mortgages held bv these associations are of the conventional type. 
There are several reasons for this practice: (1) the rates of inter¬ 
est on conventional loans are more attractive than the 4J1 and 4 
per cent rates available on FIIA and GI loans; (2) being local 


* Hcdiiccd in Se ptember, 1951. on Imme*. costing $15,000 or less. 

0 In September, 1951, the $7,000 figure was relaxed to include homes costing 
"P to $ 12 , 000 . 

Housing and Home Finance Agency. Housing Statistics, July, 1951, p. 2*1. 


Amount 

Per 

(in millions) 

Cent 

$13,725 

29.2% 

11,500 

24,5 

9,404 

20.2 

8,392 

17.9 

3.850 

8.2 

10 

- 

$46,941 

100.0% 
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institutions in touch with their own borrowers, the associations 
feel safe in relying on their own portfolio rather than on insurance 
or a guarantee; (3) they are permitted by law to lend a higher 
percentage of value on a conventional loan than other financial 
institutions are, and hence they find these relatively more at¬ 
tractive. 

Commercial bank investments and the restrictions thereon have 
been discussed in Chapter 7. While the volume of home mortgage 
lending by these institutions is very substantial, unlike the savings 
and loan association the commercial banks also make other types 
of real estate loans, such as those secured by commercial and in¬ 
dustrial properties. Their interest in the insurance and guarantee 
features of FHA and GI loans has caused them to emphasize these 
types to the point where such loans comprise nearly 60 per cent 
of their home mortgage holdings. One reason for this is the fact 
that commercial banks are generally limited by law to a loan 
ratio of 60-66& per cent and to a maturity of 10 years on conven¬ 
tional loans; hence, the higher loan ratios and longer maturities 
of the non-convcntional loans have great appeal. In addition, the 
insurance or guarantee features are particularly attractive to a 
banking institution. 

Life insurance companies have traditionally been large in¬ 
vestors in urban mortgages, which bear higher yields than bonds 
and which are appropriate for the investment of insurance re¬ 
serves. This interest has, of course, been encouraged by the uni¬ 
versal “legalizing” of approved real estate mortgages in all states. 
As was indicated in Chapter 8, mortgages comprise over 25 per 
cent of the assets of the life insurance industry, amounting to 
$16.1 billions at the end of 1950-an all-time high. The percentage 
of total assets represented by mortgages in the 1920’s had been 
as high as 43 per cent and was almost consistently more than 
one-third. 11 The foreclosures and static conditions of the 1930 s 
reduced mortgage holdings to $5.1 billions in 1936, but the post¬ 
war period has seen a tremendous renewal of this type of com¬ 
mitment. In the four years 1946-1949, new mortgages financed 
by the life insurance companies totalled over $11 billions. Hous- 

11 The data in this section are derived from the Institute of Life Insurance s 
Life Insurance Fact Book, 1951. 
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ing, including single- and multiple-family units, accounts for 85 
per cent of all mortgages owned by these institutions. In the resi¬ 
dential field, the life companies have been particularly interested 
in FIIA and VA loans. These permit higher loan ratios than the 
conventional 66-. per cent legal limit and are particularly adapt¬ 
able to the use of the mortgage correspondent system. And even 
their set rates of 45 and 4 per cent are attractive compared with 

the lower vield on high-grade bonds. 

While life companies make mortgage loans directly through 
their branch offices, the bulk of this lending is originated and 
serviced by their mortgage correspondents-local real estate ant 
mortgage companies which finance the original transaction and 
then sell the loan to the insurance company at a premium, there¬ 
after collecting a service fee as agent of the company. 

Mutual savings banks are important lenders on home mort¬ 
gages. Their low percentage of the national total of such loans is 
accounted for by the fact that these institutions are located pri¬ 
marily in the eastern section of the United States. In that section 
their volume is proportionately' much higher. As was indicated in 
Chapter 7, at the end of 19.50 real estate loans, primarily resi¬ 
dential in type, comprised over one-tlurd of the total assets of 
these banks. About 60 per cent of these residential loans are of 

the conventional tvpe. , 

Home mortgages as investments for individuals. The volume 

of real estate lending by individuals is still very substantial ,n 
spite of its disadvantages insofar as the majority of individual in¬ 
vestors is concerned. These disadvantages may be summarized 
as follows: 

1. Large denomination and poor diversification. Individual 
mortgages represent substantial sums that make diversification 
impossible except for the institution or the investor of consider- 

able means. _ ,, . . . , 

2. Inadequate marketability. The individual investor does not 

have access to the Federal National Mortgage Association, a Gov¬ 
ernment organization which at present buys only FHA-msured or 
VA-guaranteed mortgages. The investor is dependent on institu¬ 
tional buyers and local mortgage brokers and mortgage com- 
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panies. If he wishes to sell a mortgage, he does so on a negotiated 
basis. There is nothing even resembling the over-the-counter 
market for securities. 

3. The amortized type of mortgage that is now almost univer¬ 
sally used involves the holder in much record-keeping and in the 
problem of reinvestment of the small regular payments on prin- 
cipal. 

4. Unusual care and management. Just as in the case of real 
estate itself, investment in mortgages is a specialized business re¬ 
quiring a knowledge of land values, community and neighborhood 
changes, and construction standards, and involves numerous prob¬ 
lems, such as checking the title, currency of tax payments, insur¬ 
ance, proper maintenance and repairs, and other items. 

5. While the mortgagor is permitted to buy in the pledged 
property at the foreclosure sale, in case of default, the foreclosure 
process involves considerable time and expense. In addition, many 
states provide for a period after foreclosure, in some cases as long 
as 18 months, during which the mortgagor may redeem his pledge. 

These disadvantages suggest why the institution, equipped 
with staff, technical knowledge, and large funds, dominates the 
mortgage field today. However, for those individuals prepared to 
undertake this sort of investing, certain very real advantages may 
be enjoyed: 

1. The yield on sound mortgages is considerably in excess of 
that available on high-grade and even good-grade bonds. And 
where less-sound and second mortgages are bought at a substan¬ 
tial discount, there is the possibility of substantial appreciation 
as the debt is reduced or as the value of the security increases. 

2. Where the margin of safety is adequate, the long-term 
amortized mortgage offers real safety features to the lender, in 
sharp contrast to the shorter-term mortgages that were in vogue 
in the 1930s with disastrous results. If payments on principal keep 
pace with depreciation, the growing equity of the homeowner 
provides a strong incentive against default. And the longer term 
and amortized payments prevent the whole debt from falling due 
at the wrong time for the borrower and during periods of de¬ 
pressed real estate value. 

3. The property securing sound residential mortgages offers 
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the inherent stability, durability, and ready identification that 
characterize investment in real estate itself. 

Government agencies involved in home financing. Through 
various agencies and policies, the Federal Government has been 
heavily involved in home financing, chiefly in an effort to relieve 
distress, to make ample mortgage credit available, to lower inter¬ 
est rates, and to standardize mortgage procedures. Mention has 
already been made in this chapter of the Federal Housing Ad¬ 
ministration. the Veterans Administration, and the Federal Na¬ 
tional Mortgage Association. Other Federal agencies include the 
Home Owners’ Loan Corporation, the Federal Home Loan Bank 
System, and the Federal Savings and Loan Insurance Corporation. 

The Home Owners' Loan Corporation was established in 1933 
to refinance home loans that were in default and thus prevent 
foreclosure and the loss of property to homeowners. Bonds of the 
Corporation were exchanged for the unpaid principal amount of 
mortgages of individuals. Recently liquidated, the Corporation 
had granted a total of over one million loans amounting to $3.5 
billions. 

The Federal Home Loan Bank System (described in Chapter 
3) functions through 11 regional banks and is supervised bv the 
Home Loan Bank Board, an agency of the Housing and Home 
Finance Agency. Its purpose is to provide rediscounting facilities 
to savings and loan members. 

The Federal Savings and Loan Insurance Corporation, also 
described in Chapter 3, is another agency of the Housing and 
Home Finance Agency. Its function is to insure savings accounts 
in member savings and loan associations up to $10,000 per ac¬ 
count. 

Commercial and industrial mortgages. Loans secured by com¬ 
mercial property such as stores, office buildings, large apartments, 
and hotels are seldom made bv individual investors. This is a 
highly specialized business involving a knowledge of both real 
estate and business factors and so is conducted in the main bv 
commercial banks and by life insurance companies and their cor¬ 
respondents. There is no arrangement for government insurance 
or guarantee except in the case of apartment financing, which if 
qualified may receive FHA support. 
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Commercial mortgages for substantial amounts are almost al¬ 
ways amortized and may have maturities as long as 30 years. 
Many commercial loans secured by mortgages belong in the cate¬ 
gory of “term loans,” as indicated in the section on bank invest¬ 
ments (Chapter 7). Amortized loans on hotels, apartments, and 
office buildings have largely replaced the real estate mortgage 
bond issues so common in the 1920s. 

When industrial properties are financed by individual mort¬ 
gages (as distinguished from corporate mortgage bonds), again 
the institution, especially the life insurance company, is the chief 
source of funds. Such mortgages are too large and the credit prob¬ 
lems too specialized for the individual investor. Such loans are 
frequently amortized in as short a period as 10 years, to reflect the 
special risks attendant to business property. To a growing extent, 
institutional mortgage lending for industrial purposes is encroach¬ 
ing on the more traditional methods of property financing through 
corporate bonds and stocks. 

Farm mortgages. The farm mortgage situation has shown vast 
improvement since the critical years of 1930-1935, when whole¬ 
sale defaults and liquidation, special Government aid, and even 
moratoria on farm debts were the order of the day. In 1930, farm 
mortgage debt totalled $9.6 billions. At the end of 1950, the figure 
stood at approximately $5.5 billions. The reduction in debt and 
the accompanying rise in value of farm property since the early 
1930s has very substantially diminished the real burden of farm 
indebtedness. 12 

Total farm debt includes a wide range of types and maturities, 
of which we are interested here in mortgage loans of the longer- 
term variety. The volume of such debt, and the amounts held by 
the principal lender groups, are shown in the table opposite. 

The 12 Federal Land Banks (described in Chapter 19) were 
established in 1916 to make long-term loans through National 
Farm Loan Associations. This lending activity is financed through 
the issuance of Federal Land Bank bonds. The volume of Land 
Bank lending reached its zenith in the 1930's. During the 1940's, 


12 As of 1945, 29 per cent of United States farms were mortgaged, compared 
with 40 per cent in 1930. Mortgage debt was 30 per cent of value of mortgaged 
farms. United States Department of Commerce, Bureau of the Census, Statistical 
Abstract of the United States, 1950, p. 577. 
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FARM MORTGAGE DEBT OUTSTANDING-VOLUME AND 
PRINCIPAL LENDER GROUPS 
For selected years, 1920-1950 
(in millions ol dollars) 




Held hv 

• 

As of 
Jan. 1 

Total 

Federal 
Land 
Banks 0 

Lif- In- 

suranee 

Co/s 

, Farm- 
Insured QfS 

‘""'"'T Home 
cal Banks Admin 

Joint- 

Stock 

Land 

Banks 

Individ¬ 
uals & 
Others 

mm 

$8,448.7 

$ 293.6 

$ 974.8 

$1,204.4 $ - 

t 

$ 60.0 

$5,915.9 


9,630.7 

1.201.7 

2,118.4 

997.5 | - 

637.8 

4.675.3 

1935 

7.584.5 

2.564.2 

1.301.6 

498.8 

277.0 

2.942.9 

1940 

6.586.4 

2.723.1 

984,3 

534.2 31.9 

91.7 

2,221.2 

1945 

4.932.9 

1.557.0 

933.7 

449.6 193.4 

885,5 188.8 

5.4 

1.793.8 

1950 

5.413.4 

964.7 

1.172.2 

.3 

2,201.9 


0 Includes Federal Farm Mortgage Corporation. 

Source: Department of Agriculture. Agrh Fintnte Rrvirw. Vol. 13. November. 

I**SO. p. 87. 


improvement in farm prices and farm income substantially re¬ 
duced the need for federal credit. Between 1933 and 1947, the 
Federal Farm Mortgage Corporation made distress loans to pre¬ 
vent default or foreclosure, as an activity of the Land Bank Com¬ 
missioner. A very small amount of such loans is still outstanding. 
Federal Land Banks and the Federal Farm Mortgage Corporation 
are part of the comprehensive administrative organization, the 
Farm Credit Administration. 

Life insurance companies have always been heavily interested 
in farm mortgages. The 1950 farm mortgage total of $1.2 billions 
is, however, still only about half the volume of such financing in 
the late 1920’s, as a result of the repayment of farm debt and the 
relatively low volume of new borrowing. 

Commercial banks lost much of their interest in farm mortgages 
in the 1930 s, as a result of the wave of failures and foreclosures 
of that decade. Beginning in 1947, a marked expansion of farm 
financing took place, reflecting the general policy of banks to em¬ 
phasize loans rather than investments during those years. FHA 
and Cl loans contributed substantially to this increase. 

The Farmers Home Administration was established in 1946 as 
an agency of the United States Department of Agriculture. This 
agency makes operating loans of from 1 to 5 years in maturity 
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and farm-ownership loans that may run as long as 40 years. It is 
also empowered to insure mortgage loans made by private lenders, 
and so is in a sense an organization similar to the FHA. Its func¬ 
tion is to serve as a welfare agency for applicants unable to obtain 
credit from other sources. 

As noted in Chapter 19, the Joint Stock Land Banks have now 
been liquidated after a somewhat unsavory history. 

Individuals have continued to play a surprisinglv important 
role in farm mortgage lending in the face of the rapid growth of 
federal aid. The inherent qualities of farm mortgages as an invest¬ 
ment appeals to many local capitalists and former landowners. 
Private mortgage companies serve as middlemen between in¬ 
vestors and farmers requiring long-term credit. 

Such investments are recommended only to those individuals 
capable of keeping close watch on farm commodity prices, farm 
values, and the earning power of individual situations. While the 
replacement of the old five-year loan by the amortized type has 
introduced many desirable features, the inherent risks of insta¬ 
bility of farm income still persist, along with the disadvantages of 
poor marketability, inadequate diversification, and others dis¬ 
cussed earlier in connection with urban financing. 

Real estate bonds. Where large commercial properties, such 
as hotels, garages, office buildings, apartment buildings, and the 
like, are financed on long-term credit, the mortgaging of the entire 
property behind a bond issue serves to widen the market for funds 
and offset the disadvantage of large denomination. Such a device 
was widely used in the 1920’s. Unfortunately, the record of real 
estate mortgage bond financing is one of the most dismal chapters 
in the history of American finance. Over-bonding of properties 
erected at very high cost led to wholesale default and reorganiza¬ 
tion during the 1930s. The same fate awaited the holders of bonds 
issued bv mortgage companies secured by a portfolio of smaller 
individual liens. Such public financing of real estate properties 
has been almost entirely supplanted by the large loans on an 
amortized basis made by life insurance companies and other in¬ 
stitutional investors. 

The lessons learned in the depression years with respect to real 
estate bonds are as follows: 
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1. The mortgage should not exceed a reasonable percentage of 
the value of the property, say, 60 per cent. 

2. The value of the property should be determined primarily 
bv capitalization of normal earnings rather than by cost of con¬ 
struction. 

3. The property should not be so highly specialized as to pre¬ 
vent some alternative use or adaptation. 

4. The holding of second mortgages on commercial property 
is particularly hazardous, as default places the lender in the posi¬ 
tion of having to foreclose and undertake the responsibility of 
tax payments. (‘Taxpayer” buildings have been placed on many 
commercial sites, in some cases with good income results.) 

5. Variations in gross revenues are reflected in magnified fluc¬ 
tuations in net income because of the heavy proportion of fixed 
expenses, such as real estate taxes, minimum maintenance, and 
interest. 

6. Depreciation charges must be adequate, and funds repre¬ 
senting such charges should be used to reduce funded debt rather 
than being distributed as dividends. Sinking fund or equivalent 
provisions in real estate bond issues are absolutely essential. 

7. Interest plus amortization charges should be amply covered 
by net rentals, with an average of two times suggested as a mini¬ 
mum standard. 
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cyclical prices of, 107-108. 110 113 
exchange commissions on. 267-268 
investment company. 575 
municipal (see Municipal ImuhIs) 
private placement of. 213 211 
public utility (see Public utility: sc 
unities) 

quotations on. 205-206. 265 266 
railroad (see Railroads; Railroad se¬ 
curities) 
real estate. 601 
revenue, 316 3 is 
state (see State: fronds) 
taxes on. 289-300 
trading in. 265 

U. S. (.oseminent (see United States 
Government: obligations) 
yields on (see Yield; Melds) 

Bonneville Power Administration. 117 
Book value: 
assets. 390 
bank stock, 531 
common stock. 390. 198-199 
fire insurance stork. 516 
Boston ami Albans Railioad Co.. 106 
Boston & Maine Railroad Co., 55. 121. 

131 

Boulder Canyon Project, 117 

Brackets, of income taxes. 293 

Bridge fronds. 60 

Biiii'li consols, til 

Biitisli investment it lists. 553-551 

Brokets: 

as exchange membeis. 239 210 

"cot.issioti.” 213 

•floor” 213 

function of. in short sales. 261-262 
in inaigin Hading. 263-261 


Btokers (cont.): 
loans. 261 

ordering securities through, 257-268 
regulation of. 217 
specialists. 213, 260 

Building and loan associations (see Sav¬ 
ings and loan associations) 

Building materials companies, data on, 
183 

Business cycle: 

effect of. on industrial companies, 172- 
179. 182 

c-llcct of. on security prices. 106-110 
relation of. to investment poliev. 105- 
MO 

tisks associated with. 101-110 
Business indexes. 210-211 
Business men. investments of, 180-181 
Business Week, 189 

C 

California cities, overlapping tax dis¬ 
tricts in. 315 

California loll Bridge Authority, 317, 

318 

( alifotnia Water Service Co.. 220 
Callable bonds. 61 65 
yields on. 285 
Callable prcfcrtcd stock. 77 
Call loans, rates on. 209 
Call price, cllects ol. 77 
Calls, 2G3 

( amnia, debt record of. 375 
( anadian Pacific Railway Co., 376 
Capital: 
demand for. 8 

pioductivc employment of, 3. 7-8 
supply of new. 6-7 
Capital funds: 

commercial bank. 139-110. 521. 527 
dc|K»its ratio, 139-110. 528 
Capital gains and losses. 291-295, 579-580 
Capitalization: 

investment companies, 565 
meaning of. 391 
of earnings on stock, 113-111 
railroads, 103 

Capital stock (see Common slock; Pre¬ 
ferred stock; Slock) 

Capital structure: 
holding companies. 167-168 
industrial companies, 182*183 
investment companies. 557, 565 
meaning of. 391 
public utilities, 118 
tailroads, 126 

relation ol. to ftxc-d assets, 197 
tests of. 197 198. 508 509 
Capital silt plus, 195 
Capitol Records. Inc.. 73 
Caic. Iiccdom from. 98-99 
Carnegie Coipoiation. 129 
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Case vs. Los Angeles Lumber Products 
Co., 432, 516 

Cash, as bank asset, 523-524 
Casually insurance companies (see Fire 
insurance companies) 

Ccntral-Illinois Securities Corporation. 

576 ^ 

Certificates: 
bond, 54. 63 
equipment trust, 61-62 
receivers', 62 
stock. 71-72 
trustees', 62 
voting trust, 82 

Charges, fixed (see Fixed charges) 
Chemical companies, data on. 483 
Chesapeake & Ohio Railway Co., 407, 
421, 428. 430, 431 

Chicago & North Western Railway Co.: 
coverage of charges. 421 
mileage, 407 

reorganization. 431, 433-431 
Chicago. Burlington & Quincy Railroad 
Co.. 407. 414, 421 

Chicago. Milwaukee. St. Paul fc Pacific 
Railroad Co.. 107, 121, 431 
Chicago. Rock Island & Pacific Railroad 
Co.. 406, 407. 421. 431 
Chicago, tax districts in. 344, 345 
Childs Co.. 73 
Chrysler Corporation. 502 
Cincinnati Union Terminal Co., 58, 428 
Classified common stock. 79 
Class I railroads (see also Railroads; 
Railroad securities): 
balance sheet. 422-428 
commodity statistics, 411 
definition. 415 
development, 401-401 
income statement. 113-422 
Cleveland Electric Illuminating Co.. 80 
Closed-end investment companies (see 
also Investment companies) 
assets, 554 
definition. 550 

distribution and redemption of shares. 
566-567 

dollar averaging through. 577 
early history. 555-556 
growth. 554 

investment policies, 570 
leverage in. 565 
number, 553 

prices and yields on. 580-581 
regulation. 557-559 
statements. 561-565 
taxation, 579-580 
Closed mortgage bonds, 55 
Coca-Cola Co., 73, 393 
Collateral: 
of bond issues, 57 
trust bonds. 57 
U. S. obligations as, 318 


Collateral (< cont .): 

value, effect of marketability on, 400 
Collection ratio. 496 

Colorado Fuel and Iron Corporation. 288 
Columbia. Newberry & Laurens Railroad 
Co.. 64 

Commercial and Financial Chronicle. 
189 

Commercial banks (see also Banks; Bank 
stocks): 
assets. 523-526 

as underwriters of municipal bonds, 
363 

deposits. 524, 526, 529-530 
dividend policies, 523, 532 
earnings. 521-523. 529-531 
expenses. 521-523. 530 
growth of deposits, 26 
investment importance. 135 
investment position. 532, 533 
investment restrictions on. 136-138 
investments. 135-143, 524-525. 529-530 
liquidity, tests of, 527, 528 
loans by. 525. 529 
net worth. 524, 527 

ownership of mortgages by, 593-598. 
603 

reports. 520 
reserves. 523-526, 527 
scope. 136 

solvency, tests of. 528-529 
sources of inhumation on. 199 
statements, analysis of. 520-531 
trust opera lions. 154 
types of assets. 135-136 
types of investments, 138-143 
Commercial paper, rates on. 210 
Commission brokers, 243 
Commissions: 

investment bankers', 224-225 
on investment company shares. 567- 
568 

on listed securities. 267-268 
Committees, reorganization. 230-231, 431 - 
432 

Commodities, statistics of, railroads, 410- 
412 

Commodity Credit Corporation. 307. 311 
Common stock (see also Stock: corpo¬ 
rate): 

as inflation hedge, 87. 116-117 
as trust investment, 156-158 
basic nature. 82 
classified type. 79 
dividends on. 82-85 
industrial companies. 505-506 
investment position. 85-89 
price-earnings, ratio on. 501 
purchase of. by life insurance com¬ 
panies. 167-168 
railroad. 103. 422, 430 
volume issued. 53 
yields on. 1941-1950, 9-10 
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Common trusts. 131. 157-158 
Commonwealth Edison Co.. 65 
Commonwealth Investment Co.. 562-565 
Competition: 

among industrial companies. 179-180 
methods of minimizing. -181-185 
utility, regulation ot. Ill 
Competitive bidding. 218-220. 225. -169 
Comptroller ol the Currency. 521 
Confectionery companies, data on. 183 
Consolidated Edison Co, (N. \ 
analysis of. 170-17-1 
debentures. 68. 227 
dividend record. 393 
plant. -155 

Consolidated Rock Products Co. vs. I)u 
liois. 432. 516 

Consolidated statements. 467-468 
Consumers' price index. 116 
Container companies, data on. 183 
Continental Insurance Co.. 393 
Contingent charges, railroads. 413, 121 
Convention value, insurance |»ortfolios. 

511, 545 
Conversion: 
of bond issues, 66-69 
of preferred stock. 77-78 
price. 272. 285 

privilege, tiled of. on yield. 398 
Convertible securities: 
bonds. 66-69 
mathematics of. 285-287 
preferred stock. 77-78 
( upper companies, data on. 183 
Corn Products Keliuing Co.. 80. 502 
Corporate: 

bonds {see Bonds: cor|M>ratc) 
books, inspection of. 71 
earnings. 1929-1950. 388-389 
reorganizations (see Reorganizations) 
securities, classification of, 15-16, 18-19 
Mocks (jrr Common slock; Preferred 
stock; Slocks) 

trustees. 153-154 

Corporations: 

income taxes. 296-297 {see also Taxa¬ 
tion; I axes) 
savings. 7 

securities issued by, 8 
sources of information on. 188-191. 
195-201 

Cost of goods sold. 187-188 

Cost ol living, and investment policy. 

114-117 

Counsel, investment. 132 
Coupon bonds. 63 

Credit, control ol. in securities markets, 
248-249 

('■iedit and Financial Management, 189 
"Cum rights." 287 
Cumulative preferred stock. 76 
Currency lliiciii.uions. effect of. on for¬ 
eign imesiincurs. 370 


Current assets: 

industrial companies. 481, 183, 491, 508 
railroads. 122. 125 426 
Ciiricni liabilities. 193 
(ament ratio. 196 
railroads. 122. 425 
Custodian accounts, 133 
Customers' liability on acceptances, 
526 

Cycle {see Business cycle; Life cycle of 
industries) 

I) 

Daily Horn! Buyer, 364 
Day Mines. Inc., 73 
''Day” orders. 258 
Da won Rubber Co.. 73 
Dealers: 

in odd-lot transactions. 260-261 
on over-the-counter market, 252-254, 
256-257 
regulation. 217 
security. 213-214 
"Death sentence" clause. 469 
Debenture: 
fronds. 58-59 

ol commercial banks. 527 
slock. 59 
Debt: 

Federal {see United Stares: Govern¬ 
ment obligations) 
limit. Federal. 307 

limits, municipalities, 353-354. 356- 
357 

outstanding: 

Federal. 308. 315. 325 
municipal, 336. 310. 311 
state. 325 
|K-r capita: 

as investment test. 330. 355 
Federal. 315. 325 
local, 325 
stale. 325 

service, municipalities. 355 
io-pioperty ratio. 329-330, 354 
Deep Rock Oil Co.. 73 
Defaults: 

foreign bonds. 374-376 
municipalities. 359-360 
Mates. 331 332 

Defense Production Act. 594. 595 
Deferred assets, railroads. 425 
Deferred charges. 492 
Deferred income. 193 
Delaware & Hudson Railroad Corpora¬ 
tion. 421 

Delaware, Lackawanna & Western Rail¬ 
road Co.. 421 
Delivery: 
delaved. 266 

of inriiiitipal bonds, 302 
of secuiilies. 266 
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Delia Air Lines. Inc., 73 
Demand deposits, commercial banks. 524. 
526 

Denomination: 
of investments, 99 
of real estate. 586 

Denver & Rio Grande Western Railroad 
Co.. 421 

Depository receipts. 377 
Deposits, bank. 517-519. 526 
-at risk," 529 
growth, 7 

related to capital funds. 528-529 
relation of. to investment policy, 139 
time. 26. 27-28 
Depreciation: 
expense. 500 

industrial companies. 488 
public utilities industries. 451 
railroads. 423-424 
real estate. 585. 588, 589. 605 
reserve for. 492. 494-495 
rubber industry. 509 
Detroit Edison Co., 393 
Diamond Match Co.. 393. 486 
Directors, responsibility of, for dividend 
policy, 75-76 
Discount, on bonds. 272 
Discount rates. Federal Reserve. 210 
Distribution of securities. 227-229 
Diversification: 
by income dates, 127 
by maturities, 127 
by savings banks. 125 
geographical, 127 
need of, 99 

through investment companies. 519 
551, 559 

through types of securities. 125-127 
to minimize risk. 124-128 
Diversified funds, 550. 569 

Dividends: 

accrual of. 274-275 
commercial banks, 523, 532 
date of record. 275 
declaration and payment dates. 275 
ex-dividend date, 275 
fire insurance companies. 516 
investment companies. 573, 579. 580 
life insurance. 43 
nature of preferred, 75 
on common stocks. 82-85 
railroad, 413, 422 
record, significance of. 393-394 
regular. 83 
scrip, 82 
stock, 82. 83. 84 
taxes on. 295-296 

Dodge Statistical Research Sendee, 191 
Dollar: 

averaging, 121-123. 577 
bonds (see Foreign securities) 
exchange. 372, 379 


Dow-Joncs: 

averages. 84. 110, 121. 208-209, 501. 
573-574 

ticker service. 204 
Dow theory. 120-121 
Dun fc Rradstreet. Inc., 499 
Duv's Review, 189 

DuPont, (E. I.) de Nemours & Co., 393, 
502 

Duquesne Light Co., 56 
E 

Earning assets, commercial banks. 525. 
529530 

Earning power, tests of. 391-392 
banks. 529-531 
investment companies, 572 
Earnings: 

commercial banks. 521-523 
corpoiations, 1929-1950, 388-389 
fire insurance companies, 538 
industrial companies. 479. 483 
investment companies. 573-574 
manufacturing companies, 479 
on stock, capitalization of. 113-111 
railroads. 413-422 

Eastman Kodak Co.. 80. 393. 477, 502 
Ecker vs. Western Pacific Railroad Cor¬ 
poration. 432 
Economist, 189 

Education, investment for, 176 
Electric light and power industry: 
analytical tests. 454-455 
balance sheet tests, 454 
capital structure. 448-449 
combined balance sheet, 447 
combined income statement, 450 
data on. 483 
growth. 453 

income statement tests. 455 
interest coverage, 452 
imested capital. 440 
operating ratio. 451 
public ownership in. 446 
revenues. 440. 450. 453 
sample analysis. 470-474 
Electric railways (see Transit industry) 
Elmira and Williamsport Railroad Co.. 

64 

Emergency funds: 
investment of. 172-173 
liquidity of. 95 

Endowment insurance policies. 46*47 
Endowments, investment of. 159-161 
Enterprise, nature of. 387-389 
Equipment obligations. 61-62. 437 
Eric Railroad Co.. 421, 425. 431 
Estate: 

imesttnent for. 178-179 
taxes: 

Federal. 297-299 
state. 298 299 
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Europe, debt record of. 375-376 
Examination of bank portfolios. 137 
Exchange, 189 

Exchanges (see Securities: exchanges) 
••Ex-dividend" date. 275 
Expense ratio: 

lire and casualty companies. 513. 511 
investment companies. 572 
Expenses: 

commercial banks, 521-522 
Federal, 315 
municipal, 338 
of states, 327 
railroad. 113-117 
Expropriations abroad. 379-380 
• Ex-rights" date. 2«7 
Extended bonds. Gl 

F 

Face-amount installment certificates, 552. 
561 

"Fair return," M3 
False information, control of. 219 
Family, young, investments of. 179 
Farm Ciedit Adminisnation. 603 
Farmers Home Administiation. «»03 
Farm Loan Act of 1916. 311 312 
Farm mortgages. 602 601 
Farquar (A. B.) Co.. 69 
Federal Bankruptcy Act. 132-133. 51 1- 
5IG 

Federal debt (see also United States: 
Government obligations) 
history. 305-308 
investment tests. 311-319 
market for. 321 323 
ownership. 322 
prices and yields on. 319 321 
significance. 305 
si/e. 308. 315. 325 
lax status. 291-292. 319 
types, 309-311 

Federal Deposit Insurance Corporation, 
27-28. 30. 31. 118. 519. 521 
Federal Farm Mortgage Corporation. 
307. 603 

Federal finance. 305-308. 315-319 
Federal Home Loan Banks. 31. 36-37. 

150. 306. 312-313. 601 
Federal Housing Administration. I-13. 
307. 311, 592 (see also FHA-insurcd 
mortgages) 

Federal Intermediate Credit Banks, 311 
Federal Land Banks. 602. 603 
bonds of. 291. 306. 311-312 
Federal National Mortgage Association. 
150, 599 

Federal obligations (see U. S. Govern 
ment obligations) 

Federal Power Commission. 112. 413. Ml 
Federal Public Housing Administration. 
319 


Fedeial Reserve: 

Bank reviews. 189 
Banks. 518. 524. 523 
control of real estate credit by. 591. 
596 

control of securities ciedit by, 248- 
219 

Index of Industiial Production, 210 
member banks, reserves of. 523-521 
money rate policy. III. 395-396 
regulation of margins by. 261 
Federal Reserve llullelin, 190 
Federal Savings and Loan Insurance Cor¬ 
poration. 32. 34-35, 36. 601 
Federal securities (see United States: 

Government obligations) 

Federal Securities Act (see Securities Act 
of 1933) 

Fedeial taxes: 
cot|Miiate income. 296 
estate. 297 298 
|>eisonal income. 290-296 
stock transfer. 268 

FHA-insurcd mortgages, 150. 591-595. 
596. 597. 599 

Fidelity-Phoenix Insurance Car.. 537 
Fiduciaiy investments (see Institutional 
investors) 

Financial chaiacterislics: 
industrials. 481-183 
public utilities, 439 
railioads. 103 

Financial companies, classification of. 16, 
19-20 

Financial statements: 
coipoialc (see Analysis; Balance sheet; 

Income statement; Statements) 
municipal. 350-351 
Financial World, 189 
Fire insuiance companies: 
assets. 535. 510-541. 542-543. 545 
balance sheets. 537, 540-542, 542-543, 
545-546 

dividends policies. 546 
taming power, tests of. 513-515 
functions. 535-536 

income statements. 538-510. 543-515 
investment polities. 536-537. 510 511 
investment position, 547 
market for stock of. 547 
safety, tests of. 542-543 
scope. 531-535 

statement analysis of. 542-546 
stock, prices of, 516 
slocks. 534-547 
yields from, 546 
File losses in the U. S.. 536 
Fireman's Fund Insurance Co.. 537. 545 
First mortgage bonds. 56. 502 
First mortgages, ical estate. 591 
First National Bank (N. V.), "3 
Fiist preferred stock. 76 
Fitch investment services. 196-197 
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Fixed assets: 

commercial banks. 521, 525-526 
tests of. 390. -197. 508 
Fixed charges: 
coverage of. 392 
railroad, 113, 120-121 
Fixed investment trusts, 550. 552. 559- 
560 

"Flat," bonds quoted. 273. 276 
"Fleets" of fire insurance companies. 534 
Meming-Hall Tobacco Co., 226 
Floor brokers and traders. 213 
Florida, municipal defaults in. 359-361 
Florida East Coast Railway Co., 62 
Flotation, costs of. 221-225 
Food products companies, data on, -583 

Forecasts: 

of security markets. 201 
required of investors. 105-107 
Foreign bondholders Protective Council. 
Inc., 375. 381. 383 

Foreign investment, volume of. 367-37* 
Foreign securities. 366-383 
appeal of. 368-370 
barriers to revival. 377-380 
corporate issues. 376-377 
defaults on. 371-376 
investment |>osition. 383 
prices. 382 

public issues. 371-376 
sources of information on. 201 
special factors in analysis of. 370-371 
types, 366 

underwriting. 219. 369-370 
volume. 367-368 
yields on. 369 
Formula timing plans: 
types and purposes. 123-121 
use of. through investment company 
shares. 577-578 
Fortune, 190 

Franchises, public utility, 4 50-4-51 
Freedom from management. 98-99 
Freight revenues, railroads. 413-414 
Freight trains, speed of. 412 
Full faith and credit bonds. 341 
Full-paid slock. 75 

Funded debt, tests of burden of. 497-498. 
500 

Funds, sinking (see Sinking funds) 

G 

Gas industry: 
analytical tests. 457-458 
balance sheet tests. 457 
growth. 455-456 
income statement tests. 458 
invested capital. 440 
natural gas. growth of. 456 
operating ratio, 451 
revenues. 440. 456-457 
General American Investors Corpora¬ 
tion. 575 


General Electric Co.. 82. 86, 119-120, 127 
393. 477. 502 

General Mills, Incorporated, 393 
General mortgage bonds. 137 
General Motors Corporation. 73, 80, 110, 
1/7. 192. 502 

Gencml obligations of municipalities. 

3*1 I vjj 

Gcy er & Co.. 515 

C;i Bill (see Servicemens Readjust¬ 
ment Act) 

GI" loans (see V.V-guaranteed mort¬ 
gages) 

Gift taxes. 298-299 
Gold bonds. 64 

"Good until canceled" orders. 258 
Goodwill. 481. 493 
Government obligations: 
as bank investments. 138-139 
classification of. 15. 18 
foreign (see Foreign securities) 
held by institutions. 138-139. 148, 169 
municipal (see Municipal bonds) 
state (see Slate bonds) 

C. S. (see United States: Government 
obligations) 

Government publications. 193 
Government securities (see Government 
obligations) 

(-rand Trunk Western Railroad Co., 421 
Great Northern Railway Co., 407, 421 
Gross profit margin. 499 
Gross, ton-,niles per freight train-hour. 

"Growth" industries. 109 
Guaranteed bonds. 57-58 
Guaranteed debt. Federal, 311 
Guaranteed mortgages. 149-150 
Guaranteed stocks. 81-82 
Gulf. Mobile fr Ohio Railroad Co., 406. 
421, 431 

H 

Halsey. Stuart &• Co.. 216, 227 
Harvard University, 160 
Hedging against inflation. 115-117 
Holding companies. 465-170 
a nab sis of. 467-468 
financing. 466-467 
reasons for use. 466 
regulation. 468-470 
types. 165-466 

Holding Company Act of 1935. 468-470 
Home Loan Bank Board. 32. 36-37 
Home Loan Banks (see Federal Home 
Loan Banks) 

Home mortgages (see Real estate mort- 

Home ownership, investment in. 174-175, 
587-590 

Home Owners' Loan Corporation. 36. 

307. 592. 597. 601 
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Housing and Home Finance Agency, 130. 
601 

Hudson and Manhattan Railioad Co., 
60 

I 

Illinois Central Railroad Co- 53. 106. 

107, 121, -130 
Income: 

assurance of. 96-98 
from appreciation. 97-98 
personal, \olnme ol, 6-7 
supplemental, fiom investments. 177- 
178 

taxes: 

corporate. 296 
Federal. 290-296 
personal. 290-297 
state. 297 

Income Ironds, 60. 66 67. 137 
Income property, investment in (see Real 
estate) 

Income statement. 391 
commercial hanks. 521-523 
lire insurance companies, 538-510 
industrial companies. 186-190 
investment companies. 563-565 
public utilities. 150 152. 155. 158. 161. 
163. 165, 168, 173 171 

railroads. 113-122 
Indentures, Iroiid. 53 51 
Indeterminate franchises. Ill 
Indexes: 

business, 210-211 

performance, investment companies. 
57.3-571 

Indiana Limestone Co.. 73 
Indiana Steel Products Co.. 69 
Individuals: 
investments of. 171 181 
ownership of mortgages bv. 593. 597. 
599-601, 603 
Industrial companies: 
accounting problems in. 176. 180 
balance sheets. 190 193 
bonds. 501-501 
characteristics. 177-182 
common stock. 503-506 
competition among. 479-180 
complexity, 177 
cyclical nature. 178179 
earnings, 179 

income statements. 186-190 
industry factors. 482-186 
management. 480 
preferred stock. 501-503 
reorganization. 513-516 
sample analysis. 195-501 
sec ui ities: 
analysis of. 175-516 
balance sheet, analysis of. 190-195 
bonds. 501-501 
common stocks. 505-506 


Industrial companies ( coni .): 

current items in analysis of, 481 
factors important in analysis of. 477- 
482 

income statement analysis of. 486- 
490 

industry factors affecting, 482-486 
management factor in. 180 
preferred stocks, 501-505 
sample analysis of, 195-501 
treatment of. in reorganization, 513- 
516 

statement analysis of. -195-501 
tvpc-s. 175-476 
Industries: 

analysis of. 178. 182-486. 506-507 
earnings. 109 
"growth." 109 
life cycles. 103101 
sources ol information on. 193-202 
Inflation: 

effect of. on investment policy. 100-101, 
III 117 

protection against. 23 
Information on investments. Chapters 12 
and IS 

Inheritance taxes. 298 
"Insiders." trading by. 248 
ln>|K-ciion of cor|Hitatc books. 71 
Institutional investments (see Institu¬ 
tional investors) 

Institutional investors: 
commercial banks. 135-1-13. 524-525, 
529-530 

endow incnts. 159-161 
fire insurance companies, 534-537, 5 lb- 
511 

general restrictions on. 134-135 
investment companies, 518-581 
life insurance companies. 161-170 
ownership of state and local debt. 335 
ownership of United States securities, 
122 

savings and loan associations, 149-151 
savings banks. 143-148 
trustees. 152-159. 578 
Institutional Securities Corporation, 30 
Instrumentalities of the United States. 

306. 311-313 
Insurance: 

bank de|H»sits. 27. 30. 34. 148. 519. 521 
lire lire Fire insurance companies) 
life (see I.ifc insurance) 
savings and loan accounts. 32. 34, 36. 
601 

title. 585-586 

Insurance Slack Analyzer, 200. 545 
Insured banks. 27. 30. 31. HR. 519, 521 
Intangible assets. 481. 193 
Integration, of utilities. 169 
Interest: 

accrued, ort bonds, 272. 273 
coin|K»und. 278 
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Interest ( coni .): 

coverage of, 392, 452, 500, 504 
on Federal debt, 305, 315 
on state debt. 327 
rates: 

effect of, on yields, 397 
effect of bond price changes on, 112 
Federal policy on. Ill, 395-396 
prevailing. 209-210 
relation of, to stock prices, 113-114 
risk of changes in. 110-114 
short- vs. long-term, 110-112 
Interim bonds, 63 
Interim receipts, 223 
Interim reports, 211 
"Internal" risk, tests of. 387-395 
International Rank for Reconstruction 
and Development. 313. 381-382 
International Bridge, 60 
International Harvester Co.. 80. 502 
International Nickel. Ltd.. 376 
International Silver Co.. 73 
International Telephone Sc Telegraph 
Co., 376 

Interstate Commerce Commission. 218, I 
236, 404-405. 410, 423. 431. 433. 431. 
435, 442 

Inventories, of industrial companies, I 
483. 485, 487-488. 491. 508 
Invested capital, return on. 500 
Investment: 

advice. 132. 201, 229 230 
Adviser’s Act of 1940. 202 
advisers, 132, 202 
and inflation. 23, 100-101. 114-117 
central problem. 23 
counsel. 201-202 
definition of a good. 94 
economic aspects, 3 
financial definition. 3-4 
forecasting. 105-107 
foreign, 367-368, 377-380 
general principles. 93-133 
information, sources of, 187-212 
mathematics. 271-288 
meaning, 3-6 
planning: 

methods of minimizing risk, 118-133 
objectives. 94 
requirements, 91-101 
risks involved, 102-117 
selection of media. 118-119 
steps. 93 

timing factor, 120-124 
policy: , 

individuals, 171-184 

institutions (see Institutional in- li 
vestors) 

public utilities industries. 410 
raihoad industry. 403, 422-423 
requirements, 94-101 
risks, types of. 102 117 
misib (see Investment companies) 


I Investment (coni.): 
turnover of total: 
industrials, 481. 483 
public utility, 448 
railroad, 423 
versus speculation, 4-6 
Investment bankers: 
advisory function. 229 
as agents. 225-226 
as distributors. 227-229 
as underwriters, 219-227 
buying function. 219-221 
commissions. 224-225 
functions. 214-216 
internal organization, 217 
liability, 234-235 
protective function. 230-231 
regulation. 232-237 
under "stand-by" arrangements. 226 - 

investment banking, 213-237 (see also 
Investment: bankers) 
business function, 215-216 
economic function. 215-216 
nvestment companies. 548-581 
advantages. 549-550 
assets. 553 554 

capitalization and leverage in. 564-565 

early history. 553-555 

European. 553-554 

financial statements. 561-564 

fixed (see Fixed investment trusts) 

grou'th, 554 

investment policies. 568-570 
later history. 555-556 
management (see Management: in- 
vestment companies) 
nature, 548-549 
number. 553 

apen end (see Open end investment 
companies) 

organization and management. 566 
performance, tests of, 570-575 
prices and yields, 580 
purposes, 549-550 
regulation. 556 559. 560. 561. 566 
senior securities. 575 
shareholders. 554 

shares, purchase and redemption of, 
256. 556-557 

sources of information on. 200 
special uses. 577-578 
tax status. 296-297. 552. 579, 580 
types. 550-553 

Investment Companv Act of 1940, 557- 
559. 560. 561. 566 
Investments: 
for education. 176 
for estate. 178-179 
for income. 177-178 
for retirement. 176-177 
general types. 15-24 
in home onnership, 174-175 
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Investments (coni.): 
management, 128-132 
media, 15-24 

of commercial banks, 135-143. 521. 
525, 529-530 

of corporations. 191. 192 
of endowments, 159-161 
of families. 179 

of fire insurance companies. 531 537. 
510-541 

of individuals. 171-184 
of institutions (see Institutional in¬ 
vestors) 

of investment companies nee Invest- 
ment companies) 

of life insurance companies. 161-170 
of savings and loan associations. 119- 
151 

of savings banks. 113-118 
of trustees. 152-159 
of wealthy investors. 183-181 
of widows. 181-183 
professional. 179-180 
return on, 8-9 

risks associated with. 102-117 
savings types. 25-50 
selection. 118-119 
supply. 8 
taxation, 289 301 

timing. 120-121 
valuation. 119 120 
Issued stock, 75 

I 

Joint bonds. 57-58. 63 
Joint Slock Land Banks. 291. 306. 312. 
603. 601 

Journal of Commerce, I8S 
Journal of Finance, 190 

K 

Kaiscr-Fra/cr Corporation. 237 
Kcnnecott Copper Corporation. 191 
Kuhn. Locb & Co.. 216. 230 

L 

Labor relations, 485 

Latin America, debt record of. 375-376 
Leasehold mortgage. 591-592 
Legality: 

as test of municipal bonds, 361-362 
as test of state bonds. 333 
effect of, on yield. 398 
Of fiduciary investments. 101 
■ elation of, to investment policy. 101 
Legal list of investments: 
life insurance companies. 163-168 
savings banks. 144-118 
trustees. 154 157 

Lehigh Valley Railroad Co.. 61. 121. 131 


Length of haul. 112 

-Leverage" investment companies, 553, 
565 

Liabilities, railroads, analysis of, 425-428 
Liability: 

ol stockholders. 71-75 
reserves. 491 

under Securities Act. 234-235 
Life cycle of industries. 103-101. 482-181 
Life insurance: 

as investment. 18, 13-17 

investment attributes. 18. 47. 173-171 

policies. tvpcs ol. 4-1-47 

sale of. bv mutual savings banks, 31 

tax status. 301 

trust. 153 

Lilc insurance companies: 
growth. 26 
investments. 161-170 
ounriship of mortgages by. 593, 597. 
598. 603 

restrictions on. 163-168 
scope. 161 
si/e. 42 

sources of funds. 162-163 
sources of information on. 199-200 
Limiied-pavmcni insurance policies, 46 
Limited tax bonds. 341-312 
"Limit" orders. 257 
Liquidating value: 
lire insurance shares. 516 
investment company shares, 562-563. 
567 

Liquidity: 

commercial bank. 527 
of emergency funds. 95 
tests of. 528 
Listing: 
multiple. 251 

ol investment company shares, 567 
of securities. 240-244 
Living trusts. 152 
Load factor. 451 

"Loading fee." investment company 
shares. 566. 567-568 
Load per car and per train, 412-413 

Loans: 

as bank assets. 525, 529-530 
brokers'. 261 

by savings and loan associations. 149- 
150 

by savings banks. 146 

mortgage (see Real estate: mortgages) 

term. 111-142 

Location of real estate, 590 
Long Island Railroad Co.. 421 
Long-term debt: 
industrials. 493 
railroads. 413. 422. 426 
Loss ratio, fire anil casualty companies, 
543. 514 

Louisville & Nashville Railroad Co.. 56, 
421. 129 
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M 


Magazine of Wall Street, 190 
Maintenance: 
public utilities. 151 
railroads, 413. 415-416 
Maloney Act of 1938, 254 
Management: 

by investment advisers. 132 
freedom from. 98-99 
importance of, industrial companies. 
486 

importance of, public utilities. 146 
investment companies: 
assets. 554 

capital structures, 565 
definition, 550 

dollar averaging through. 577 
history. 555-556 
performance, tests of. 570-575 
prices and yields. 580-581 
regulation. 557-559 
senior securities. 575 
shareholders. 554 
shares, distribution and redemption 
of. 566-567 
statements. 561-565 
taxation. 579-580 
warrants, 576 

of common trust funds. 131 
of investments, 128-132 
required for investments. 32 
Manufactured gas industry (see Gas 
industry) 

Manufacturing companies, net earnings 
of. 1935-1950. 479 
Margin: 

requirements, regulation of. 248-219 
trading. 263-264. 557 
Market: 

for mortgages. 150 
making of, by investment bankers. 
231 

orders, 257 
support of, by underwriters. 228-229. 
250 

Marketability: 

classification of investments by, 21-22 
effect of. on yields. 397 
factors determining. 399-400 
meaning. 398-399 
of bank investments. 137 
of Federal obligations. 318, 321-323 
of listed securities. 240 
of mortgages, 599-600 
of real estate, 586 
of state bonds. 334 
Marketing of securities. 213-237 
Markets, securities (see Securities: ex¬ 
changes. markets) 

Matched orders. 249 
Mathematical terms. 272 
Mathematics of investment. 271-288 


Maturity: 

effect of. on bond prices, 393 
effect of, on yield, 398 
of types of investments, 21 
May Department Stores Co.. 393 
Media of investments: 
review of. 171 
types of. 15-24 
Member banks. 136 
Members, of stock exchanges. 243 
Mexico, expropriations by, 379-380 
Miami Conservancy District, 343 
Michigan Central Railroad Co., 106 
Miles of line. 410 

Missouri Kansas-Tcxas Railroad Co., 56. 
425 

Missouri Pacific Railroad Co., 57. 414, 
421 

Money rates: 

effect of. on security prices, 395-396 
Federal policy on. Ill 
quotations. 209-210 
relation to stock prices. 113-114 
risk of changes in. 110-114 
short- vs. long-term. 110-112 
Monsanto Chemical Co., 486 
Montgomery Ward & Co., 73 
Moody's: 

high-grade bond scries, 113, 503 
industrial stock series, 116 
manuals. 195 

other publications. 195-197 
Morgan Stanley & Co., 216. 230 
Mortgage bonds: 

as savings bank investments. 146-148 
closed, 55 
consolidated. 56, 61 
divisional. 61 
general. 56 
industrial. 502 
junior, 56 
open-end. 55-56 
railroad. 428-429 
refunding. 56 
senior. 56 
underlying, 61 
Moitgagc loans (see Real estate: mort¬ 
gages) 

Mortgages (see Real estate mortgages) 
Multiple listing. 251 
Multiple of price times earnings, 114 
Municipal bonds. 336-365 
agencies issuing. 336-337 
amount outstanding. 336. 310. 341 
competitive bidding for, 218, 219-220 
debt limits. 353 
defaults on. 359-360 
difficulties in analysis. 349-350 
form. 362-363 

general obligations. 341-349 
issued bv tax districts. 342-345 
legality, 361-362 
market for. 334-335. 363-364 
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Municipal bonds ( coni .): 
ownership. 335 
purposes. 339 
recent growth. 340 
revenue bonds. 346-318 
revenues supporting. 338-339 
sources of information on. 192 193 
special assessments. 315 
tax status. 293 291. 365 
tests. 350-362 
underwriting. 219-220 
Mutual funds (see Open-end invest¬ 
ment companies) 

Mutual savings and loan associations 
(see Savings and loan associalions) 
Mutual savings banks (see Savings 
banks) 

Mutual Savings Central Fund. 30 


N 

National Association of Investment 
Companies, 558 

National Association of Kailuav and 
Utility Commissioners. Ill 
National Association of Securities Deal¬ 
ers. Inc.. 207. 225. 253. 251. 558 
National banks (are Commercial banks) 
National biscuit Co., so. 393 
National Hoard of hire Underwriters. 
536 

National bureau of Economic Research, 
106 

National City bank (N. Y.). 393 
National Farm Loan Associations. 312 
National Housing Act. 591 
National Lead Co.. 393 
National Quotation bureau. Inc.. 257 
National securities exchanges (see Secu¬ 
rities: exchanges) 

Nation’s Business. 190 
Natural gas industry (see (,as industry) 
Negotiable instruments. 269 
Negotiated sale of securities. 220-221 
Net asset value, investment companies. 

562-563. 567 
Net debt per capita: 
in analysis of state bonds. 330 
in municipals analysis. 355 356 
Net income: 
inaccuracy of. 488-189 
railroad. 403. 413, 421-122 
ratio. 183. 199 

Net investment income, fire insurance 
companies. 538. 539 
Net premiums: 
earned, 538. 543 
written. 538. 539. 513 
Net profit maigin. industrials. 483 
Net railway operating income. 413, 419 
Net sales, meaning of. 187 
Net underwriting profit. 538, 513-544 


Net worth: 

commercial banks. 517-519, 524, 527 
fire insurance companies. 540, 542, 
543. 546 

relation of. to fixed assets. 497 
New secmitics. arrangements for pur¬ 
chase of. 255-256 

New York & Harlem Railroad Co., 73. 

81 

New York Cential Railroad Co.. 81, 
106. 414. 121. 125. 426. 429. 430 
New Noik. Chicago & St. Louis Railroad 
Co.. 406. 407. 421. 431 
New York City: 
gioss bonded debt. 352-354 
taxes. 300 

New York Connecting Railroad Co.. 60 
New York Curb Exchange. 242. 214 
New York. New Haven & Hartford Rail¬ 
road Co.. 412. Ill, 421. 431 
New Yoik State: 
bonds. 312 
debt. 326. 330 

insurance investments. 164-168 
investments of savings banks. 125, 145- 
118 

maturity limits, municipal bonds. 363 
municipal debt limits. 344. 354-355 
piopeity lax rates. 342 
trust investments. 86. 155-159 
New Yoik Stock Exchange, 79. 242-244 
Veu* Yoik Times, 211-212 
Non cumulative preferred stock. 76 
"Non level age" investment companies, 

Non-o|>crating income: 
iudiistiials. 489 
■ailroads. 419 
No-par stock. 72-73 

Noifolk fc Western Railway Co., 80, 
419. 421. 428. 430, 431 
Northern Pacific Railway Co.. 73, 406, 
421, 429 

O 

Objectives of investment planning, 94 
Odd-lot dealers. 244 
Odd-lot orders. 260-261 
•Ofl-boaid" market (see Over-the-coun¬ 
ter market) 

Office equipment companies, data on, 
483 

Oil companies, data on. 483 
Often-end investment companies: 
assets, 551 
definition. 550 

distribution and redemption of 
sliaies. 566-567 
growth. 551 

investment policies. 568-570 
number. 553 

prices and yields on. 580 
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Open-end investment companies (cent.). 
regulation. 557-559 
shareholders, 554 
shares of sold. 554 
statements. 561-565 
taxation. 579-580 
tests of performance, 570-575 
Open-end mortgage bonds, 55-56 
"Open” orders, 258 
Operating expenses: 
analysis of, railroad. 413. 415-418 
tests of, investment companies. 572 
Operating ratio, 499 
commercial banks, 521-522 
(ire insurance companies. 543 
industrial companies. 483, 488 
public utilities. 451 
railroads. 417-418 
Options, 263 

Option warrants, value of, 288 
Orders for securities. 255-261 
commissions on, 267-268 
day, 258 

Federal fees on. 268 
good-until-canceled, 258 
"limit," 257 
"market." 257 
odd-lot, 260-261 
of bonds, 265-266 
on margin. 262-263 
open. 258-259 
short sale, 261-262 
stop-loss, 259 
transfer taxes on. 268 
Originating house. 217-223 
Origination of securities. 219-223 
Other income, industrials. 189 
Outstanding stock. 75 
Overlapping lax districts. 343-345 
Over-the-counter market, 251-254 
dealers, 252 

fire insurance stocks. 546 
purchase and sales orders. 256-257 
quotations, 207-208, 252-253 
regulation, 253-251 
Ownership: 

of corporate stock, 71-72 
of Federal debt. 322 
of state and local debt, 331-335 


Pacific Gas & Electric Co.. 76, 222. 225 
Pacific Telephone & Telegraph Co., 80 
Panama Canal bonds. 291. 306 
Parke. Davis & Co.. 393 
Participating bonds. 67 
Participating preferred stock. 78 
Pan-paid stock. 75 
Par \aliic, of corporate slock, 72-73 
Passenger revenues, railioads. 113. Ill 
Passenger traffic. loss on. 409 
Patents, 193 


Penney (J. C.) Co.. 71 
Pennsylvania Railroad Co.: 
average length of haul. 412 
composition of revenues, 414 
coverage of charges. 421 
dividend record, 393 
equipment issue. 65 
investment in affiliates. 424 
lessee, 81 
mileage, 407 
mortgage bonds, 56 
stock. 73 
surplus. 427 
system operated, 406 
Pennsylvania Salt Manufacturing Co., 

Pennsylvania Turnpike, 347 
Pension funds. 578 
Pcpperell Manufacturing Co., 393 
Per capita debt (see Debt: per capita) 
Performance of investment companies, 
tests of. 570-575 

Periodic payment plans, 552, 560 561 
Perpetual bonds, 64 
Personal income: 
taxes. 290-297 
volume, 6-7 

Personal property taxes. 299-300 
Personal savings, volume of, 7 
Personal trusts, 152-153 
Philadelphia plan, 61 
Philippines, bonds of. 313-314 
Phillips Petroleum Corporation. 68 
Pittsburgh. Fort \Va>nc & Chicago Rail¬ 
road Co.. 82 
Plain bonds. 55 
Policy loans. 170 

Political factors, investment significance 
of. 485-186 
Pools. 219 
Port districts. 313 
Portfolios: 

commercial banks. 135-143 
fire insurance companies, 540-541 
investment companies. 568-570 
life insurance companies. 163-170 
savings and loan associations. 149-150 
savings banks. 143-148 
trusts. 154-158 
Postal Savings: 
bonds. 291. 306 
dc|M>sits. 7, 26 
Pre-emptive rights: 
of stockholders, 74 
trading in. 261-265 
value. 287-288 

Preferences of prefened stock. 75-77 
Picfericd Mock: 
assets support. 198 

callable. 77 
commercial bank. 527 
convertible. 77-78 
cumulative. 76 
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Preferred slock (coni.): 
dividend coverage. 392. 500. 505 
dividend preference. 75-76 
first, 76 

general nature. 75-76 
guaranteed. 81-82 
industrial companies. 501-505 
investment companies. 575-576 
investment position. 79-81 
non-cumulative, 76 
participating. 78 
preference as io assets. 76-77 
prior, 76 

protective provisions. 78 
railroad. 103. 122. 125-126. 130 
redeemable, 77 
volume issued, 53 
voting rights. 78-79 
with warrants. 78 
Premium on bonds. 64. 272 
Premiums: 

lire insurance, 535-536 
life insurance. 43-44 
Prepaid expenses. 492 
Present worth, formula for. 278 281 
Preservation of principal. 95-96 
Price-earnings tatio. 501. 516 
Price quotations (\rr Quotations) 

Prices (see also Securities: prices): 
averages. 208-209 

manipulation of security. 219-250 
Primary reserves, 136. 523-524 
Principal, preservation and recovery of. 
95-96 

Prior lien bonds. 55. 56 
Prior preferred stock. 76 
Private investment abroad, 367 
harriers to revival. 377-380 
Private placement of bonds. 166. 213 211 
Privileged subscriptions (see al\o Pre¬ 
emptive rights): 

trading in rights under, 261-265 
underwriting. 226-227 
Privileges and options. 263 
Plotter .<• (.amble Co.. 393. 502 
Prolcssional men. investments of. 179 180 
Profit margin: 
industrial companies. 188 
manufacturing companies. 479 
Profits, retention of. 85 
Property: 

costs of ownership of. 587 589 
taxes. 299-300. 338. 311-312 
valuation, in municipals analysis. 350- 
351 

Prosper ms, 231 

Protective committees, 230 231. 131-132. 
514 

Proxies, regulation of. 218 
Prudent man" rule. 151 157. 167-168. 
578 

Public debt outstanding. 325 (see also 
Debt) 


Public housing authorities. 319 
Public ownership of utilities. 146 
Public Service Commission of New York, 
171. 473 

Public uti lit\ companies, 439- 174 f see 
nlw Public utility securities) 
ch.ii.icu-iistiis. ||0 
composition. 439-110 
electric light and power, 452-455 
financing. 448-419 
franchises. 440-141 
gas. 155 158 
holding. 465-170 
invested capital, 440 
management, 116 
public ownership, 116 
regulation. 442-444. 468-470 
revenues, 140 
sample analysis, 471-474 
sources of information on. 198-199 
telegraph, 461-462 
telephone. 158-461 
territorial analysis. 115 
tiansit. 161-165 
water. 462-464 

Public ( lility Holding Company Act 
of 1935. 218. 236. 168-170 
Public utility securities (see also Public 
utility companies): 

analytical tests, 454-455. 457-158, 170- 
171 

balance sheet analysis. 447-450 
capital sti iic tine, analysis of. 448-449, 
168 

clc-cuic light and power, 452-455 
gas. 155-458 

bolding companies. 465-470 
income statement analysis, 150-152 
interest coverage. 452 
management on analysis, 116 
o|>ciaiing ratio, -151 
outlook for. 170 
ic-giiljlion. 444 
sample analysis. 471-474 
telegraph, 461-462 
telephone. 458-161 
territory analysis, 415 
transit. 161165 
tv pcs. 149 150 
water. 462-464 
Pullman Co.. 83 
Purchase agreement. 221-223 
Purchase group. 221, 223 
Purchasing power, relation of. to in¬ 
vestment policy, 100-101 
risk of changes in. 115-117 
Puts. 263 

Q 

Quality of securities, meaning of, 384 
386 

Quotations: 

fronds. 201-206. 265-266 
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Quotations (coni.): 
commodity prices. 211 
listed stocks, 206 

United States Government obliga¬ 
tions. 201-205 

unlisted stocks. 207-208, 252-253 


Railroads (see also Railroad securities): 
bonds. 128-129 
capitalization, 403 
capital structure. 426 
combined balance sheet, 422 
combined income statement, 413 
consolidation. 430-431 
data on. 403 
development, 101-404 
earnings. 403, 413, 419 
employees. 403 
equipment, 403 
fixed charges, 413, 420-421 
geography, 407-409 
investment in, 403. 422 
in World War II, 402 
mileage. 403 

net income. 403, 413, 421 

operations, analysis of, 410-413 

prospects, 434-436 

regulation, 404-405 

reorganization. 431-434 

revenues. 403, 413, 414 

sources of information on. 197-198 

stocks. 430 

systems, 406-407 

taxes, 403, 413 

topography, 408 

Railroad securities (see also Railroads): 
balance sheet analysis. 422-428 
bonds, 428-429 

earnings on. 403. 413, 419. 421-422 
future prospects. 434-436 
geographical influences on. 407-409 
income statement analysis. 413-422 
of systems. 406 

operating data, analysis of. 410-413 
regulation, 405 

sources of information on. 197-198 
stock, 413, 422, 425-426. 430 
treatment of. in reorganization, 431- 
434 

Rate of return: 
life insurance companies. 166 
on invested capital, 500 
public utilities, 443 
railroads. 403-404, 413, 419 

Rates, public utility: 
in franchises. 441 
regulation. 442-443 

Ratings, bond. 137, 195 

Ratios (see also Analysis. Statements): 
acid test, 496 


Ratios (coni.): 
analysis of: 
banks. 520-531 

fire insuiance companies. 542-546 
industrials (see Industrial com¬ 
panies: securities) 

municipal bonds (see Municipal 
bonds) 

public utilities (see Public utility 
securities) 

railroads (see Railroad securities) 
state bonds (see State bonds) 
usefulness of. 495-496 
bond. 501-501 
collection. 496 
current, 496 
fixed assets. 497 

interest coverage. 500 (see also Inter¬ 
est: coverage of) 
inventory turnover, 496 
operating, 497-498. 499-500 
preferred dividend coverage. 392, 500- 
501, 505 

preferred stocks. 504-505 
profit. 499-500 
receivables turnover, 496 
Reading Company, 56, 421, 430 
Real estate: 
appeal of, 583 
appraisal and valuation. 584 
as inflation hedge. 115-116 
bonds. 604-605 

classification of investments in, 582- 
583 

held for income, 584-587 
home ownership, 174-175. 587-590 
investment. 582-590 
lack of low denomination, 99 
marketability, 586 
mortgages: 
advantages, 500 
as bank investments. 143, 146 
commercial and industrial. 601-602 
conventional, 596 597 
disadvantages. 599-600 
farm. 602-604 

FHA-insurcd (see FHA-insured 
mortgages) 

general characteristics. 591 
government agencies involved in, 

601 

held by life insurance companies, 

169 170 

held by savings and loan associa¬ 
tions. 149-150 
held by savings banks. 146 
ownership. 593. 597-600, 603-604 
residential. 592-602 
types. 591-592. 594-597 
VA-guaranteed (see VA-guaranteed 
mortgages) 

sources of information on. 200-201 

types of investment in, 20 
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Receivables, of industrial companies. 
491 

Receivers* certificates. 62, 431 
Receivership in equity. 513-514 
Reconstruction Finance Corporation. 

307. 527 
Record date: 
dividends. 275 
stock rights. 287 

Recovery of principal. 95-96. 386 
Redeemable bonds, 61-65 
yields on. 285 

Redeemable preferred stock. 77 
Redemption option, effect of. on yield. 
285 

References, selected. 606 621 
Refunding bonds. 62 
Registered bonds. 63. 266 
Registration: 
fees. 269 

of corporate slock. 71-72 
of holding companies. 168-170 
of investment companies. 557 
of operating public utilities. 142-445 
statements. 233-234 . 246 
Regulation: 
of banks. 136-138 

of investment companies (see Invest¬ 
ment Company Act of 1910) 
of life insurance companies. 163-168 
of public utilities (see Public utility 
companies, Holding companies) 
of railroads (see Inlet state Commerce 
Commission) 

of securities trading, 211-217 
of security selling. 232 238 
Regulation X. 591. 596 
Reorganizations: 
industrial, 513-516 
railroad. 431-434 

Reports, of industrial companies, 176 
Representative dealers. 227-229 
Reserve ratio, bank. 528 
Reserve requirements, member banks, 
524 

Reserves: 

commercial bank. 136, 523 521, 525. 
526. 527 

depreciation. 192. 191-195 
fire insurance companies. 510-513. 
516 

inventory. 494 
type' of. 193 191 

Residential mortgages (see Real estate 
mortgages) 

Retailing companies, data on. 183 
Retirement income, investment for. 176- 
177 

Revenue: 

per passenger-mile. 103. 414 
per ion mile. 103.411 
Revenue Act of 1951. 290 299 
Revenue bonds, 316-318 


Revenues: 
cities. 338 

commercial bank. 521-522 

electric light and power, 450. 453 

Federal. 315 

gas. HO. 456-157 

municipal. 338 

railroad. 103. 413, 414-415 

telephone. 458 

Reviews, by Federal Reserve Bank, 189 
Rights: 

pre-emptive. 74 
trading in. 264-265 
value. 287-288 
Risk: 

cyclical. 104-110 
diversification, 124-128 
gcncial tests. 387-395 
methods of minimizing. 118-133 
money rate. 110-114 
purchasing power. 100. 114-117 
speculative. 102-101 
Routes, topography of. 408 
Rubber companies, data on. 483. 508-509 
Rubber industry. 506 507, 507-513 

S 

Sale-keeping of securities, 132-133 
Safety: 

defects in concept of. 385-386 
factoi. 501 

tests of. commercial banks. 527-529 
tests of. luc insurance companies, 542- 
SIS. 516 

St. I.ouis-San l-iancisco Railway Co., 421 
St. Louis Southwestern Railway Co., 421 
Sale of securities (see also Securities: ex¬ 
changes. markets): 
by competitive bidding. 218-219 
by piivate negotiation. 217 
Sales: 

load, investment company shares, 567 
of manufacturing companies, 179 
taxes. 328 

San Mateo-Hayward Bridge. 60 
Savings: 

Bonds (see Savings Bonds) 
deposits. 27-28 
growth. 26 

institutions. 15, 16-17, 25-50 
types of investments, 15-17 
volume. 6-7 

Savings and loan associations, 31-36 
compaicd with banks, 33 
general characteristics, 31-32 
investments. 119-151 
liquidity of accounts. 33 
ownership of mortgages by. 593. 597- 

598 

sco|»c. 119 

sent ices of information on. 200 
statement of condition. 35 
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Savings Dank Journal, 191 
Savings banks: 
deposits in, 26, 28-31 
diversification of investments, 125 
growth, 26 
importance, 28-29 
investment characteristics. 29-30 
investments, M3-148 
ownership of mortgages. 593, 597 
recent developments, 31 
statement of condition, 29 
Savings Banks Deposit Guarantee Fund. 
30 

Savings Banks Trust Co., 30 
Savings Bonds, 38-42. 310 
as investments, 17. 38-42 
procedure for purchase. 255-256 
volume, 7, 38 

Scioto Valley & New England Railroad 
Co.. 428 

Scope of the book, 10-11 
Scovill Manufacturing Co., 393 
'Scrip dividends, 82 

Seaboard Air Line Railroad Co.. 224. 
421. 431 

Scars, Roebuck & Co.. 502 
Seasoning of investments, 394, 399 
Seattle, default of. on revenue bonds. 347 
Secondary distributions, 250 
Secondary reserves. 136, 525 
Secured bonds, 55-58 
Securities: 

Act of 1933 (see Securities Act of 1933) 
analysis (see Anal)sis) 
and Exchange Commission (see Securi¬ 
ties and Exchange Commission) 
bank (see Bank stocks) 
buying and selling. 255-270 
classification. 15-16, 18-19 
commission charges on, 267-268 
competitive bidding for. 217-218, 219- 
220, 225, 469 
delivery, 266 
direct sale, 213 
distribution, 227-229 
Exchange Act (see Securities Exchange 
Act) 

exchanges, 239-251 
activity on. 212 
commissions on. 267-268 
function. 239-240 

listing of securities on (see Listing) 
manipulation on. 219-250 
membership on. 213 
operation, 213-214 
organization, 211-243 
regulation. 211-217 
unlisted Hading on. 250-251 
use of credit on. 248-249 
fire insurance company (see Fire in¬ 
surance companies) 
foreign (see Foreign securities) 
general tests of quality. 384-100 


Securities (cont): 

government. 15, 18 (see also Munici- 
pal bonds. State bonds, United 
States: Government obligations) 
industrial (see Industrial companies: 
securities) 

legal lists (see Legal list of invest¬ 
ments) 

listing (see Listing) 

marketability, 491 (see Marketability) 
markets, 238-254 
functions. 238 
organized, 239-251 

over-the-counter (see Over-the-coun¬ 
ter market) 

regulation. 244-247 (see also Securi¬ 
ties Exchange Act. Securities and 
Exchange Commission) 
types. 238-239 

negotiated sale. 217, 220-221 
orders for. 256-266 

over-the-counter purchase (see Over- 
the-counter market) 
prices: 

averages, 208-209 
cycles. 106-110 
manipulation. 249-250 
underwriters' advice on, 224 
private placement. 166, 213-214 
profit and loss on, commercial banks, 

public utility (see Public utility se¬ 
curities) 

purchase of. by banks, 136-138. 145-148. 
522 

railroad (see Railroad securities) 

S ulation. 232-238. 244-247 
rkeeping. 132-133 

sample analyses, 436-438, 470-474, 506- 
SIS 

speculative, regulation of, 235-237 
taxation (see Taxation; Taxes; Tax- 
exempt bonds) 
transfer, 269-270 
transfer taxes on, 300 
underwriting (see Investment bankers; 

Investment banking) 
volume issued. 8. 53 
Securities Act of 1933, 232-237 
Securities and Exchange Commission: 
competitive bidding required by, 218 
organization. 245 
regulation of: 
brokers and dealers. 247 
exchanges. 245 
indentures. 53-51 

investment companies. 566-569. 574. 

577 

listed securities. 246 
manipulation. 249-250 
new offerings. 232-236 
over-the-counter trading, 254 
proxies. 248 



INDEX 


643 


Securities and Exchange Comm, (coni.): 
public utilities. 442, 113. 118. 168 
470 

unlisted trading. 250-251 

work of. in reorganizations. 515 
Securities Exchange Act. 215-250 
Selected references. 606-621 
Selection of investment media. 118 
Selling agreement. 228 
Selling group, 227-229 
Serial bonds. 65 
Series bonds. 65 

Service function of investment houses. 

231-232 

Servicemen’s Readjustment Act. 592. 595 
(see also VA-insutcd mortgages) 
Shares (see also Stock): 
of corporate stock. 71 
of investment companies (see Invest¬ 
ment companies) 

Short selling: 

mechanics of. 261-262 

regulation of. 219-250. 262. 557 
Single-premium annuities. 18 
Sinking funds: 
calculation. 65-66 
in bond issues. 65-66 
industrial. 502 
public utility, 149 
redemption tluough, 66 
Socony-Vacuum Oil Co.. 393 
Solvency of commercial banks. 527. 528- 
529 

Sources of investment infoi nation, 187- 
202. 203-212 

Southern Pacific Co.. 61. 107. 421 
Southern Railway Co.. 107. 112. 121 
Sovereignty ol states. 328-329 
Special assessment bonds. 315 
Specialists, 243-211 
Special olicrings. 250 
Speculation: 
earmarks. 102-103 
versus investment. 4-6 
Speed of freight trains. 112 
"Spread" (underwriters’). 224-225 
Stability of earnings, coipoiate groups. 

388-389 

Standard and Poor's: 
bond and stock yields. 86 
index of stocks. 571 
investment service. 196 
Standard Brands, lncor|Kiiatcd. 393 
Standard Oil Co. (California). 87 
Standard Oil Co. (Indiana). 393 
Standard Oil Co. (N. J ). 393. 502 
Statements: 

analysis (see Analysis) 
commercial bank. 520-531 
consolidated, 167168 
hre insurance company. 538-516 
industrial company (see Industrial 
companies) 


Statements (coni.): 
investment cotttpanv. 558, 561-561 
municipal (see Municipal bonds) 
public utility (see Public utility se¬ 
curities) 

railroad (see Railroad securities) 
vising* attd loan associations, 35 
savings banks. 29 
States: 

I Kinds. 321-335 (see also States: debt) 
amount outstanding. 325 
defaults on. 331-332 
investment position, 335 
investment tests. 329-333 
purposes. 325-326 
sources ol information on. 192 
soutcc-s of revenue for. 326-329 
tax status, 333-334 
debt: 

amount and growth. 324-325 
defaults on. 331-332 
purposes, 325-326 
types. 324-325 
incottte taxes. 297 
inheritance taxes. 298-299 
regulation of securities. 236-237 
sovereignty. 328-329 
Statistical services. 195-198 
Steel companies, data on, 183 
Stock (see also Common slock; Preferred 
slock): 

bank (see Bank stock) 
capitalization of earnings on, 113-111 
certificates. 71 72. 269-270 
common (see Common stock) 
corporate: 
authorized, 75 
characteristics. 71-82 
common. 82-88 (see also Common 
stock) 

full-paid, 75 
issued. 75 

legal position of owners. 73-75 
no-par. 72-73 
outstanding. 75 
part-paid. 75 
par value, 72-73 

preferred. 75-81 (see also Preferred 
slock) 

registration. 71-72 
terminology, 75 
treasury, 75 
debenture. 59 
dividends. 82. 83. 84 
exchange commissions on. 268 
exchanges (see Securities: exchanges) 
hre and casualty company (see Fire in 
suiancc companies) 
industrial company (see Industrial 
companies: securities) 
investment companies (see Investment 
companies) 

price quotalions on. 206 208 
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Stock (cont .): 

public utility companies (see Public 
utility securities) 

purchase warrants. 69. 78. 265. 288. 

576-577 
supply. 9 
transfer agent. 72 
transfer taxes. 268-269 
yield, calculation of. 275 
Stockholder: 
legal position. 73-75 
liability. 74-75 

ownership of certificate bv. 71-72 
rights. 73-75 

Stony Creek Railroad Co.. 61 
Stop-loss orders. 259 
Straight life annuities. 48 
Straight life insurance. 45-46 
Street railway companies (see Transit in 
dustry) 

Studlcy, Shupert & Co.. 499 
Subscription: 
rights, value of. 287-288 
trading in rights under. 261-265 
underwriting, 226-227 
Surplus: 

commercial banks. 524. 527 
exhibit, fire insurance companies. 540 
meaning. 490. 495 
railroad, 422. 426. 427 
reserves. 494 

Survey of Current Business, 190 
Syndicate, purchase or underwriting, 223 


fables of bond values. 281-285 

Tariff barriers. 378 

Tax: 

anticipation warrants. 348 
collection record. 357-358 
district: 
bonds. 342-345 
overlapping. 354. 355 
limitations, municipalities. 356-357 
position, effect of. on yield. 397-398 
rate: 

municipal, 357 
state. 332-333 

Taxation. 289-301 (see also Taxes) 
of investment companies. 579-580 
of property, municipalities. 350-352 
of real estate. 586.589 
of state bonds. 333-334 
relation of. to investment policy, 99- 
100 7 
faxes (see also Taxation: Tax-exempt 
bonds): 

adjustments for, insurance statement 
analysis. 539 
ad valorem. 341 
commercial banks. 523 
investment companies, 579-580 


Taxes (cont.): 

levied by municipalities, 338, 341-342 
on corporate income, 296 
on estates. 297-299 
on gifts, 298 

on insurance and annuities, 301 
on personal income. 290-297 
on property. 299-300. 333-334 
on securities. 300, 333-334 
on transfer of securities. 268 
railroad industry. 113, 418 
state, types of. 327-328 
lax exempt bonds. 289. 291 292. 333-331 
yields. 292-294, 365 
"Tax-free" covenants. 292 
raxing power. of municipalities. 350 353 
telegraph industry, 461-462 
Telephone industry (see also American 
Telephone k Telegraph Co.): 
analytical tests. 460-461 
balance sheet tests. 460 
capital structure. 460 
data on. 483 
growth. 459 

income statement tests. 461 
operating ratio. 451 

Tcm #IJj , j ,ar > investments (o\ companies), 

Tennessee Valley Authority, 447 
Terminal bonds. 58. 63 
Term insurance policies. 44-45 
Term loans, bank. 141-142 
Tcniiorial bonds. 313-314 
Territory, in railroad analysis, 407-409 
I esiamentary trust. 152 
Texas & Pacific Railway Co.. 421 
Texas Co., 393 
Time deposits. 27 
commercial banks. 524. 52G 
volume. 7. 26 

Times interest earned. 392. 452. 500, 504 
limes preferred dividends earned. 392, 

500. 505 
Timing: 

b> formula plans. 123-124 
of purchase and sale of securities. 120 - 
124 

Tire and rubber industry. 483. 506 507, 
507-513 

analysis of leading company in, 506- 

Title insurance. 585-586 
Tobacco companies, data on. 483 
Trade associations, publications of, 194 
Trade journals. 191 
Trading: 

departments of investment houses. 231 
on the equity. 152 
profits of investment companies. 509 
Traffic density, 410 
Traffic expense, railroads. 413, 416 
Transfer: 
agent, stock, 72 
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Transfer (coni.): 
of securities. 269-270 
taxes. 268-269. 300 
Transit industry- 
analytical tests. 165 
balance sheet tests. 165 
income statement tests. -165 
life cycle in. -161 

Transportation Act of 1920. 130 
Transportation expense, railroads. 413. 

416 117 
Treasury: 
bills. 210. 309 
bonds. 309-310 
quotations. 201 
rates. 210 
yields. 9. 320 321 
certificates. 309 
notes. 205. 210. 309 
savings notes. 310 
stock. 75. 195 

Iriborongh Bridge Authority. 317 
I ri-Coniinent.il Coipoi.it inn. 575 
I rust isee also i rustees) 
common. 157-158 
departments. 151. 155 
equipment. 61 02 
investments. 152-159. 578 
nature. 152 
types. 152-151 
Trim It,illelhi, 191 
Trustees Isre also Trust): 
certificates. 62 
investments. 152-161 

legal restrictions. 151-158 
ol bond issues. 53 51 
purchase of common stock In. 86 
I rust Indenture Act of 1939. 53 
I minis, investment (see Investment com¬ 
panies) 

'I'rusts and Estates, 191 
I ticker Corporation, 237 
I u mover: 
inventory. 196-197 
investment: 

industrial companies. 181, 483 
public utilities. 118. 151. 157. 160. 

163. 465. 472 
railroads, 123 

plant (srr Turnover: investment) 
receivables. 196 

Types of investments, general classifica¬ 
tions of. 15-21 


U 

Unadjusted ciedits. 127 
t 'udei writing: 
by comineicial banks. ISO 
by fne insurance companies. 535. 538- 
539. 513 511 
commissions. 221-225 
contracts. 221-221 


645 

Underwriting Icon!.): 
managers. 223, 228 
of corporate securities. 221-229 
of foreign bonds. 369 370 
of municipal securities. 219-220 
regulation. 232-237 
• stand-by” type. 226-227 
Undivided profits. 527. 529 
Unearned premiums. 539. 541. 516 
Uniform Stock Ttansfcr Act. 72 
Union Pacific Railroad Co.. 401, 406. 
107 

ascragc length of haul. 412 
coverage of charges. 121 
dividend recotd. 430 
investment in affiliates. 424 
non operating income. 419-420 
preferied stock. 80 
receivership. 431 
United Fruit Co.. 82. 393 
United New Jcney Railroad & Canal 
Co.. 81 

I nitcri Stales: 

Government obligations. 305-323 
amount outstanding. 308. 315, 325 
as bank assets. 138-139. 524-525 
held bs commercial banks. 138-139 
held by fire insurance companies. 
536. 510. 541 

held by life insurance companies, 
169 

held by savings and loan associa¬ 
tions. 148 

held by savings banks. 148 
history. 305-308 
investment tests. 314-319 
market for. 321 323 
ownership. 322 
prices and yields, 319-321 
quotations, 201 

Sayings Ronds (see Savings Bonds) 
sources of infoimation on. 191-192 
tax status. 291-292. 319 
types. 309-311 

Savings Ronds (see Savings Ronds) 
Treasury obligations (see Treasury) 
United States Housing Act, 319 
United States Steel Corporation. 65. 476, 
486. 495 

Unit (fixed) investment trusts (see Fixed 
investment trusts) 

Unlimited tax Ironds, 311-312 
Unlisted market (see Ovcr-thc-counto 
market) 

Unlisted Hading privileges, 250-251 
"Upset price." 132. 514 
“Upstream loans.” 168 
Utilities (see Public utilities) 

V 

VA-guarantced mortgages. 149-151, 59C 
596. 597. 599 
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Valuation: 

in reorganization. 435. 515 
of current assets. 481. 485, 487-488, 491. 
494. 496 

of industrial company property, 492. 
494 

of investment securities. 119 
of property, in analysis of municipal 
bonds. 350-354 
of public utilities. 443 
of railroad property, 423 
of real estate. 584 
reserves. 493-495 

Value, bond, calculation of. 278-281, 284 
Vanadium Corporation of America, 68 
Veterans Administration. 143 (see also 
VA-guarantccd mortgages) 

Voting rights: 
of preferred stock. 78-79 
of stockholders. 74 
Voting trust certificates. 82. 433 

W 

Wabash Railroad Co., 121, 431 
Wailing period, 222 
Walkers Manual, 197 
Wall Street Journal, 188 
Ward's Automotive Reports, 194 
Warrants: 

attached to bonds, 69 
attached to preferred stock. 78 
investment companies. 576-577 
lax anticipation. 348 
trading in, 265 
value of. 288 
Wash sales. 219 
Water industry: 
analytical tests. 463 464 
balance sheet tests. 463 
characteristics, 462 
income statement tests. 463-464 
Wealthy investors. 183-184 
Western Union Telegraph Co.. 461-462 
West Shore Railroad Co.. 61. 106 
Wheeling and Lake Eric Railway Co.. 

61. 431 

While Motor Co., 110 


Whole life insurance. 45-46 
Widow, investments of. 181-183 
Wiesenberger, Investment Companies, 
200 (see also various references, 
Chapter 29) 

Willingness to pay: 
as test of Federal debt, 317-318 
as test of foreign securities, 372-376 
as test of municipal bonds, 358-361 
as test of state bonds, 331-332 
Woolworth (F. W.) Co.. 393 
Working capital: 
analysis. 508 
general tests. 390 
ratio. 496 

-World Bank," 313, 381-382 
World wars, effect of, on Federal debt, 
306. 307-308 
Win. Wriglcy Co.. 82 

Y 

Yield: 

bond: 

current. 272-273. 276 
net. 273, 276-277, 280-281, 283-281 
nominal. 272, 276 
dividend, 501 

factors influencing, 396-398 
investment significance. 396-397 
stock. 275 

tax-exempt. 292-293 
Yields: 

bank stocks. 532 

bonds and stocks. 1910-1950. 86 

commercial paper. 210 

common stocks. 9-10 

factors influencing. 396-398 

Federal obligations. 210. 319-321 

fire insurance stocks. 516 

foreign bonds, 209 

high-grade bonds. 9-10. 320. 502 

investment significance, 396-397 

municipal bonds. 365 

preferred stocks, 501 

state bonds. 331 

tax-exempt, 292-293 

various media, 182-183 
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